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Intr.oductlon a堕し重り」ec七i里皇室

工七c尋nbearguedtha=hevalueofasharein∴aCOmPanyShould

represen吊heconsenSuSVlewofthefutures七reamOfprofitsthatare

expectedtoaccruet〇七hec。mPanyandhencet〇七hesh@reh01der`呂∴Who

hold七hoseshares・Th⊥sbelief-that sharepricesarefund8men七ally

under-中nedbytheunderlylngperformancesOfcompenles-WeShall

calltheIfundamen七als-theory'工t hasinc「easlnglycomet。dominate

七hinklngoverthelaさ=hlr七yyear8・Anditside0logyofthelma「ket

knowsbestIha6COme七〇PrOV士de七heunderpinn⊥ngformanyofthe19801s

governmen七andcor`POr`atelnltlatives∴arOundtheworld-from

pr.1va七isationand七hellberall呂a七ionofflnanclalmar.kets七〇the

acceptance of takeover meChanisms.

Bu=healもem亀七lvepo8Slbllitylsthat・inthel「investment decIsions,

inves七〇rS∴arenOt aCtu@11yt○○muChlnterestedinllkely fu七urecomPany

performances.Ra七her,they@reCOnCemed-byobser`Vlngmarke吊rends,

toanticipa七e-whlchw亀ythemarke=s801ngl・Sofor`eXanPle,any

ob6erVedtrendofrlsin呂Price8∴亀冊aCtS furtherlnvestorsandso

fur七her su6七alns thepricerisetrend-Whlch at七rac七S further

inves七men七,eもC'Andsimilarlyfor`fallingprlces・JohnMaynar`dKeynes・

desc「lbingthemarke七inthe1940s,WaきCOnVincedthat±七wasthis

'p6yChology一〇finves七〇r`S七hatwasmoS=mportan七inmovingst.0Ck

-1-



肌arke七prlces・Ashepu七it,'theobJectofmost sk士11edlnves七ment

todayis t0OutWit七he c「owdI'

Theobjectiveof thlsprojec七istoasきeSS七hebalanceofinflし1enCeS

between七hese七woforcesIW皿chwesh亀11refe「toasthelfund患mentalsI

andthe`p呂yCh010gy葛ofinvestment・Thepe「iodins七〇ckmarkethistory

七ha七wehavechosent。analy8eistheperiodaroundthestock鵬rket

crasllOfOc七〇ber⊥987・Thr`Ough七hl6Perlod)WeC8nObservemovementSln

marketprices∴Whicharedls七inc七lveandofdramatlccha「acter∴:一Sh@rP

ri昌esinequi七ypricesthaもescala七edthroughlg87,七hecrashin

october1987,and the subsequen七behaviour`Of the markets;

s七abalisationof p「ices士ntheWes七andstrongupWardrecoveryin

Japan.Theviewtakenhereistha吊hl呂Perlodof8七〇Ckmarkethlstory

mlgh吊her.efor`ePr`eSen七aPart⊥cularoppor`もunltytoident⊥fy七he

fundamen七alinfluencestha吊e七e「mineprice・Per士od§Oflessd「amatic

pricemovemen七6∴WOuldbemoredlfficul=oan@lyse.

BecauseWearea七七e申ingtoidentlfytheconcemOflnvestorsfor

econo皿ic fundamentals,1tisnecessarytO「elatethe economic

environmentnOtaSitmightnowbev士ewed,butrather∴aSlt∴wasvlewed

andreporteda=he七1me'To掴sel-d,Wehaveu七i⊥±sed七hereporting

oftheFinancl患1Tlmes'andtoalessereX七enCt,TheEc。n。mistandthe

工nves七〇rS-Chronicle.Thethreeperiodsく　くi)七heworldwldet)ullr|ln

inequltieE;(1982-1987)・(士1)theOctobercr`aShofOctober87)and

(1ii)七heafterma七hof七hecrash(over∴a∴Sixmonthperlod)are

des⊂rlbedinChapters仁3'　ThelRepor七〇ftheU.S.Presiden七ial

task†orceonmar.ke七mechanlsmB一・Chal「edbyNich01asBr亀dyisused七o

gainin8i8htln七〇七hemechanicsoftheWallSt「ee七craSh〈inChapte「2〉・

compar.ison8∴aremadebetweentheOctobercrashanditsaftermathand

七heGrea七Crashof1929andit8∴afterm七h-theGr`ea七Dep「esslonofthe

193Os(Chapもer3)・Forもhiswehaverelledon七heworkof七heeconomls七,

J.K.Galbr`a川l,lTheG「eatCras吊929一・InCh鼠p七er4)WeaSSeSSthe

basicIfundamen七als『odelandset±七鴨alns七theevidenceofChapters

仁3,Mo§七〇ftheimp。「七an七COnClu8lonsof冊sprojec七followfrom

七hedi8CuS6i°nin七hlschap七er.Theconclueionso=heproJect@re

sumar`isedin Chapter5・

-　士士　-
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chapter l:哩迫呈出1鵬rket

(1982二1987)

1.　　由曲昌出し

TheU.S.,JapanandU・K・marketcl。Sing中cesoVertheperiod

1982-1987a「edlspl鼠yedlnFi8ureSl-4・

(forthissec七l。n'geeRefE4unlessotherwisestated)

工nOctober1987ItheworldwldebullmarketwaSlnitsfifthyear・

G01dmanSachs言heNewYorkinves七men七bank,Calculatedtha七lnthls

period七herehadbee重-areal七r`lp11nglnthev8lueofthestoCk

market(Ref FT9)・

(1)The bullmarketin theU.S・

。nerea§Onforthe6tartOfthebullmarke七mayhavebeenthe

「ealiza七ionth8七Sha「eprlceshadbeenOVerlyche亀Pln七hepast・Inthe

yearsjustbeforethestartOfthebullmarket,St。Ckprlces土nAme「ica

weres010WaStOunder.valuesOmeC。mPar11esinter.m60f.七helrassetS・

∃園田　-



Speculatorshad been able to buy up sh患reSin such companies・get

contr0l,∴and then resell them a七a profit'　Followlng on from thls・「1sk

arbi七「ageur8had been ableto createanindustrythat was devoted to

mergersandacquisltions∴andwhich5uCCeSSfu11ylncreasedshareprlce8

in those companlesin wh土ch they held a s七ra七eglcin七erest(Ref E4)・In

an era oflower`inflation.a fundamental upwards adJustmen七in

valua七1on8七〇〇k place world wlde・Th土s alongwith the streng七h。f

corpo「a七e e亀「nlngs unde申med sh8reV亀lua七ions(Ref FT9)・

Thesteepdec11nelnU.S・1n七erest ra七es-reflectedinad「opinU.5.

primer`a七eSfrom17per.centinearly1982to7.5pe「Centinthe七hl「d

quar七er`Of1986-W鼠S alsoapower`fulfactorbehlndtheincr`eaSeSin

u.s.sha予eprまces・Theinterest rateS hadbeenraleedlnitlally by the

只ea8anadministra七ionlnor`der to squeezeou=nf18tlon-but fo「the

far`mlngcommunlty of mlddleAmerlca∴andbor.「OWerSlnthedeveloping

wor.1d,1七had threaもened fln8nClal dls8S七er..In respc}nSe tO thls debt

cri8is,1nteres七r8teS Wer.e brought down to help the borrowers to cope・

The ef†ect oflower U.S.inter.eきt∴rates had then spilled overlnto the

world・80ther stock markets∴8S the gap be七weenlong bond yields and the

r`e七umOnequitiesna「r`OWed(RefFT9)・Added tothls,theU・S.Feder`al

Reserve was anXious thaもcent「al b肌ks,when they reallzed tha七money

migh七belos七〇nloanstoLatinAmerlca,Shouldno吊henwlthdrawother`

money fromthema「ke七,Wh士ch,they feared,mi8ht pr`eCipi七atea∴WOrld

recesslon.And so af七er七he Mexico cr`aShln1982,1七st亀rted to pump up

world皿oneysuppy.Thisnewmoneylntheh.亀nds of thelnves七ment banks

was direc七ed a七七hewor`ld's stock n@rkets∴and thereby helped to send

security prices higher(Ref EC22)・

In addi七ion,W811S七ree七waきhelped by a substan臣alreductionin the

number of share80u七Standing,CauSed by takeove「s,levera富ed buyouts

andshare buybacks・Thewould-be pr.edators needed七〇bulld up enough

St。Cl半。mWhic吊OmOun七abid・andexis七Ingowner呂∴Wer`ebuylngup

their om stoCkin defence・The resul七had been an effec七ive removal

fr。mt上mark。t。,l。rg。bl。。ks。fghares,andthereduct士。nlnsupply

轟葦葦葦葦霊u::y
had been shrlnklng at an an皿al rate of about3percent〈Ref FT

一　2　-
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Another`fact。r∴Which forced share prlces hlghe「in∴Wall Str`eet WaS the

large am。unt Of money at七r8Ctedlnto the U.5・,Particularly fromJapan.

As cross-border`investmen七　grew,SO didlnvestors-　sensltlvity to

fore18n equity per.for皿ance,andJapan's higher v8lu亀七lons seemed t○

○ffer justiflcatlon forinvestmen七ln thelower valued U.S.market(Ref

A2〉・Tradi七ionally,net for`elgninves七mentin U.S.equl七les had neve「

七〇pped七he$5　bi1110n m@rk.However.1n1986,mOre than$18bl11lon

flowedin七〇七he marketled by theJapanese・In the flrst h亀lf of1987,

foreigninvestmen七in U・S・equltles was runnlng at　@n amual rate clo§e

to　$4O billion(Ref FT12).

(ii)me bull m急rke七lnJapan

There were七wo eseenial rea8OnS behind the huge rlse of`　the Tokyo stock

Pricesln七hi8　Perlod.One・WaS七he outetanding success ofJapan'§

COmPanies at selling products to a∴WOrld market.Two,Wさきthe surge of

liquidlty brought about by the tendency ofJapan’s people to save

rather than spend・The result of this saving was that the retum on

Government b。nd yield8had dropped fro皿about　8.5　percentln1982　to

half that by the beginnlng of1986・Asinveきtmentln goverment bonds

and bank account deposlts cBme t0looklncreaslngly unattractive,

SaVerS be8急n tOinvest dlrec七lyln the E3tOCk exchan唇eS・

(1ii)The bull market in the U,K.

The sta「t of the bull narketin Brltainis mor.e accura七ely traced back

t01974(see Figure2)・Agalnst a decldedly bleak b8Ckgr`Ound of

lnflation,What読s seen as omln。uS trade union strength,and secondary

banking fa旺ure与土n七he Clty,the stock market had fallen under self-

fuHfulling pessimlsm aE;investorsln the City had taken t0801ng short

On∴StOCksi tha七is,Selling stocks they did not h8Veln the be11ef they

WOuld be able to buy them back cheaper∴a七　alater`da七e.In1974.stocks

lost　25per`Cent Of thelr prlce and the FT3O-SharesIndex crashed to

146onJanuar`y6七h having been as hlgh as543in May1972(Ref D2)・

巳ven七ua11y,Seeing prices s。low,1nvestors be8an tOJudge that shares

Wer`e undervaluedln terms of fundamen七als,and the braver ones began to

buy,Quite s○○n,aS Share prlces began to move upwards,1t a呂aln seemed

-　3　-



sen6ibしetoinves七in七hemarket・Whenthegovemment COnCludeda deal

with七he工nterna七ionalMonetaryFundin1976)Whichheld oし一t re@l

prospectsofb血ginglnflationundercontr0l,Pr`icesbe8an七〇mOVe

ahead conflden七ly'

Theearlyyearsof the1979Gonser.v@七lvegovemment'howeve「,Were

par.ticularly6eVe「eOnBr士tlshbuslness・皿ghlnter`eSt「ateS-@

functiono吊hegovemment's∴atteInP七StObrln轡downlnflatlon-mean七

higherbo「row士ngc。さtS・mghe「levelsofunemploymen七sIc}Weddom

do皿es七lc demand・Andthehlghpr士ceof s七erllngasareSult of the

Nor.thSeao虹basedtradesurplus,madeexpor.七lngdi了でlcult.Bu七after

aperiodofslimmingdomo「goingbust,Brlt士shbu§1nessdideme「ge

l○○kingmor`eCOnfiden七andclalm⊥nghlgherpr`Ofitstha七supported

inc「easeSin七he士r`8har`ePrices・TheConser`Vaもしvegovemmentlsp011cy

ofpriva七isationprovldedsharep「iceswi七hafurtherboost asmo「e

inves七〇「swere COaXedlnt〇七hema「ke七bysta七e sell一〇ff§th@t We「e

priced80aS七〇〇fferi肌edlategalns.

2.曲曲土
建星型坦」」重雄土壁呈_型迫一二提遮」曲曲捜型迫⊆

⊂。-。Pe「旦吐血山里1」旦迫-

(for this sectlon)6ee Ref ECl)

AphenomenOnOftheper.10dlg8O-1984hadbeenthesharprlseinthe

valueof七heU.S.d011ar'Upt01g85-theAmer`1canadmlnlstratlonls

public8七anCeOnthed011arwasthatitsst「engthwasaslgnof

confidenceintheU.S・eCOnOmyandassuch・WaSag。Od皿ng.F。relgn

conf.1dencein七hestreng七hoftheU'S・eCOnOmy,Whlchh亀dmadethe

d011ar`anattraC七iveasset forforelgnlnvestors'doesgosomeW@ytO

explainin8thedollar-srlse・Bu=herisewas∴@1soafunctlonof

Ame「ica-shighin七e「estrateS:S士ncetheearly1980slts8OVemment

hadcomb土nedanexpanSlonar.yfisc81p011cyof cutt⊥ngt8XeSCOmbined

wi七hincr`ea8edspending-tha七is-b18ger.budget deflclts-Wltha

tigh七ermone七aryP01icy・Themlx七urehadmean七Sh亀rplyh1呂he吊nte「est

-　4　-



rates・Them@1nconsequenceofwhlcl「h@d beenno=odiscou「age

domes七iclnvest.men七・bu七toattract@fl○○dof fo「eigncapltalwhlch

forcedup七heexchanger`尋teof thed011ar.AndIReaganomlcs,had

increa8inglybecomeaneconomlcs of conven土ence:theRe亀g亀n

adminis七rationwas aga土ns=axincreases・Wh土lea=he sa皿e tlme,

Congresswasrefuslngtomalくeou七SlnFederalspendlng.Åbudget

deficlt supported by anlnfluxof fore1呂n CaPltalbecame the short-term

S0lutlon tothedisagreement・Aslon呂aSlt wasless painfultog○○n

bor`rOWing from for`eigners and centr`a工bankers thanit w亀s to take

aCtion七〇reduce the budget deflclt・Presldent andCongress∴We「e able

七〇rema土n de亀dlocked.Itls∴alsolikely七ha七the「lse of the d0工1ar

becameself sus七ainingasi七r`OSe because themarke七s expec七edi吊0.

The〇七her⊂OnSequenCe Of the r`1sein the U.S・budge七def士cit and the

attendant risein tl-e Value of the d01lar`'　WaS the r.工sein the cur`rent

急CCOunt deficlt・D011ars tha七purchased foreigng○○ds wer`e belng

returned totheU・S.economy n〇七by fo「eigners buying U.S.g○○ds-　but

bytheU.S.Adminls七ra七ion,s b。rrOWlngrequ土rement・Amer土c8n PeOPle,1n

七heir buyln呂0f foreign consump七ion g○○dsl nOW found themselves able t〇

七um thelr d011arsin七〇for`eigncurrencles at an at七「actlve ra七e了∴and

七his wi七hou七七he need七〇export anequa工valueof U.S.g0Ods tosustaln

七hedemand andhence the value。f thel「d01lar.'Domestlcally)the

bud8et defic王t(over$15O blllionin1987〉wasalsofuemngdemandand

七hereby encour@gingoutput andincreaslng empIoymen七・Added to thls.

七he everincr`eaSlng current accout deficl七(of the sa血e order∴@S the

budge七defici七)wasincreasinglymk塙theAmeric急n economy the train

that was pu11ing the economles of the othe「indust「ialised n急tl。nS.

Such was the worl。oflRea轡anomlcs一・But Amerlca・s spend土ng was as we

have sald,based on bor`rOWed money,and as suchcould hardly be relied

On七〇endure.MrJ-ames Baker who replaced肝Don急ld Regan as the U.S.

Secre七ary of the丁十easuryin1985,real土sed th鼠七the high d01lar wBS

adding・tO Americais current accoun七deficlもat an unsus七alnable rate.

S○○nerOrla七er,Amerlcawouldhavetop@yforitslmpor.七sby七radlng

i七80Wn g○○ds・The required mechanlsm would have to be alower`d01lar,

Ass○○naS for`eigninvestorsantlcIpated tha七foreignsupport for`the

U.S.currencyh8dpeaked・theywoulddeser`t土t.Thed01l8r-s缶llmight

七hen beco鵬as self-SuS七alning as much ofl七s ear11er r王se had been.

ー　5　-



The do11ar,Whi⊂h was bound七〇fa11eventually・begani七s decllneln

early1985(Flgure5).A吊heir∴Celebra七edmeetlnginNewYo「k'sPlaz@

HotelonSep七ember22購5・thef⊥nancialministersof the flvemaln

industrialised countries proclalmed an era of macroeconomic c〇一

〇pera七ion.Forthef・1「s=lme・theyag「eedinpubllctha=hed011ar

was over-Valued,and said they planned to driveit downby concerted

interven七ioninthe fo「eignexchanges andothermeans・Perh叩s asg「eat

asi8niflcanceofthemeeting(呂iventha七thed011a「WaS∴already

fa11ingbef`ore七hemeetlnganddldn-t fallanyfasteras∴a∴「eSultof`

i七〉,WaS七he81mplefac七七ha七govemmentS-includlngAmerlca-had

begun七〇realisetha七ther`eS七〇ftheworldimpingedontheirec。nOm士es

and七ha=hroughbasIc co-OPeration言n七ema七ionalpollciesshouldbe

co-Ordlna七edand a七leas七bemade compatible・The de七ails of the

p。licychanges∴@greedona=hePlazamee七lngwereneVer∴SPeCif⊥ed・but

七he「e couldbeno doub七abou七thelr`OVe「a11shape:Ame「lca∴needed to

眠keitseconOmymO「eeXPOrt dr`ivenandWest Ge「many亀ndJapan-七he

com七rleswhichhadthela噂est surPlusses∴WithAme「ica-needed七〇

inc「easetheir budge七deficlts・-tha=s・theyneededtoinc「easethei「

demand.Inthls∴WaytheywouldbotllaSSIst Ame「ica'sexport drlveand

七ake over thelmpetus Of∴world economic growth fromAmeric8・

America,s1985current aCCOunt deficit of$116billion had beenmor`e

七hancoveredbyinfl。WSOfp「lv急七eforeigncapital・工ncon七r`aSt'the

1986cu「rent aCCOunt deficit of`$141bi1110nh尋dbeenpartlyflnanced

bya$29blエlionr1きeinAmeric@nliabilitiestofo「eigngovernmentS-

in〇七he「words,arlseinforelgngovemmentS-h01dingsof dollar

asうe七sln七heir.∴「eSe「VeS・ThlswastIlemuChvamtedIsof七landlngI〇千

七hed01la「taklngplace.Itwasalsoevlden⊂eOf theinter-dependency

o=heinduきtr⊥a11sedm七ions:t〇°S七eeP afal11nthed01l8r WOuldbe

lnflationaryforAmeric@∴aSl七slmpor`七SWer`emademor`ee叩er`SIve,and

w。uldalsocauSeOther c。untrlest0losetheth「ust of thelr exp。rtStO

Ame「ica.I七seemstha吊heBankofJapaninparticular,fea「edth8=he

d01larwasfallin8t○○fas七・S01=ntervenedlnthema「ket・Sell士ng

yen七〇buy d01lars.

Theunitedfront of七heGroupof Seven(G7)me皿bers(Amerlca.Japan・West

Gemany)France,Brl七aln,ItalyandCanada)reassuredthemarke七s・The

ln七erpretationo‥hemarketsseemedtot)ethata11theG7membershad

七〇dowastoag「eeOnthemost basIcofp01lcies(七hecont「O11edfall
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of七he dollar∴and七he expansion of the Gem餌∴andJ.apanese economies)

and七he wo「ld economy would be based on an even surer f○○tlng th細it

had been previously.Fur七her beneficla=〇七he mar`kets had been the

c01lapse of theoilprice亀七the beglmlng of`1986・In addltlon'gl。bal

inf`la七ion was onits way d。m and nomin患linteres七「ates∴Were falllng・

soit was possible to predic七a period o†∴f.@Ster・n01l-lnflation@「y

grow七h,tOgether wlth an unwlnding o=he trade balances that were∴Seen

to pose七he only real threat of an economlc setback・

un†ortuna七ely'　due to the wellunde「s七〇〇dJ-Cur`Ve effect along wlt=he

七enaciもy of non-U.S'　COmPaniesin h01dlng onto thelr`forelgn markets.

America,s trade def`icit proved n一〇re difficult to unwind七han mlght have

beenexpec七ed・Added to thls・唖e dropin the prlce of ollhad proved

to belessinfluential th亀n had been hoped fo「-the oilimportlng

companles tha七had benefl七edhadnot passedon thel「SaVings to their

customer`S一　@nd so demandin tl一〇Se C。unt「ies had not been grea七lv

affec七ed,While demand had been much re18ned backln the011exporting

coun七rles.And so America-s trade deficit for1986wldenedin d01l@r

ter`mS,tO$147billion from$124bl1110nin1985・The fi「St Slgns of

narrowing howeve「did appear towards the endo=986・Things flnallv

were movingin tIle rlgh七dlrecti。n.

3.The e⊆旦豊旦mlc events and debate thro蝿」裳喧L蛇一上皇-一鉄血迫拠一阻虹-

くfor七his sec七lon,See Ref ECl unless。七herw士se sta七ed)

Byea「ly1987・thepersis七enceof thetradedeflci七wasalready

creatingtensions be七weenAme「lca,West Ge「manyandJapan,and there

hadbeenopen squabbles over`eXChange rates∴andeconomic p01icy(Ref EC

2).Ame「icabegan to c「it土c士seWest Ge「m印y and to alesser exte【lt

Japan forlack of suppo冊ngexpansionaryp。licles・Mr Bake「was urglng

tllatif America wasleft to defla七e single-handed・it woしはd cre@te8

downward spiralever`yWhere.Domestic demandin other coun七rles剛St

七herefore be重・aised a七least as fast asit was cu七in the U.S.(Ref F'T

8).航t Wes七Ge「m観ny andJapan clalmed that Amer`ica-s t「ade deflc=was
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p「ovings七ubbornn〇七becauseA鵬r`土cawasumbletoexpandits exports

bu七becausei七carried on buyingimpor`七8(Ref EC4)・They claimed tha七

七he under`1yingproblemwas tha=heU.S.didnot generatenearly enough

saving8七〇financeits owninve8七ment needs(Ref FT8〉・America would

therefore have to cu七i七s budget deficlt as p「omlsed・The Fln8nCial

Timesini七sleader of Oc七〇ber`1〇七h(Ref FT5)・r`eCOgnised the conflict

between theinstinctive Keynesianism of the Americans,eSPeCla11y Mr

Bake「,and七he equally obduratemonetarismof theBundesbank・Both

partiesit obs色「vedwer`eright:'七heGe「manswere「1gh=oemphasIse

theinfla七i。nary rlsks of present U・S・P011cy;and七he Amer`icans∴We「e

righ七tochidetheGermansfor七helr`C8utionwlthlnflationl・Åmerica

七hr.eatenened t01et the d011a「drop fur.ther`.Japan Emd WesもGermany

werenowsuffering a8queeZeOntheir exports∴aS a⊂OnSequenCe Of the

risingvalueof their currencie8∴andtheywishedtocontr01theda鵬ge

七〇their expor七ingindu8七rles・

The U.S.d011ar`hadkept falling-by early1897,by some40percent

fromi七8Peakagainさ吊hecurrencie80f thestrongestlndustri8l

economies.工n Febru亀「ylg87,the乱nancemln18terS me七agalnin Parls

andagreedtha=heprevail士ngexchan呂erateS-a=heti皿ethed011ar

was Y153andDMl.82-Wa6∴@bout rlgh七・In the first quarte「Of that

year)PrivatecapitalflowstoAmericahadfallenqulteshar`Ply.So

much s〇七hat of`flcialinter`Ventlon was nowfinanclng the wh01e of

America-s curren七accOun七defici七・Reflec七lng this,Ameicals G7

parもne「shadall§eenl貧「geincreaseslnthelr「ese「VeS:JapanIswent

upby$16billionandWes七Ge「m亀ny.8by$3billionlnthat quarter.

Al七〇ge七herI七hed01lar∴reSe「VeSOf themainindus七rlalcoun掴eswent

upby$28bi11ion:ne8rlyasmuchintha七quarteraSlnthewh01eof

七hepreviou8year`・A=hemeetlnginP8「ls・MrBakerwas∴under`St○○dto

haveagreed七〇8七〇Ptalkingthed011ardom'H⊥scounterpartSMr

Ger.har.dS七〇1tenbe「gandMr Kllchi阻yaz@Wa∴reSPOndedwith somewhat

vaguere鵬rksabou七もheirplansfor担scalrelaxatlon・A七their.Venlce

summi七inJune,the finance mlnlsters reafflrmed thelr Parls

agreemen七(the,LouvreAccor`d一)・Japan∴attemPtedtod描usetheever-

moun七ingthreatき0f pr`OteCtioni§tlawsfromAme「icaIsCon8reSSby

promislngtostimulatei七seconomyWltha$35bm10ndo11arpackageof

ex七ra spendlng and tax cu七s・
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Theinterven七ionln the foreign currency markets-by Wes七Gem亀ny and

Japanin par七icular`-tO SuPPOrt the d01lar∴COnt土nued・5ince1985,

priva七einvestors had been fleeing from the d01larint○○th巳r

asse七s(Ref FTl),and s士nce the Louvre acco「d)Central bank

in七ervention had now totaHed some$90billion.Thls h@d a∴Well

underst○○d f0110W-On effect:the sellin昌of their.。Wn CurrenCles to

suppor七七he d011ar`,increased the d。meS七士c money supplyln those

coun七ries-　feedingliquldi七ylnto the world ma「ke七s・This expansIon

-throu8h the back door-　was exactly what A血er`1c亀was c急111ng for.But

theinfla七lonar`y effect was oflncreasing concem七〇these⊂Ountrles・

工n effec七,they believed tha七Åmerica was t「ying to expo「t the

inflatlonary effect ofi七s budge七defic士七・To combat this-　they beg@n

七〇dr土ve up theirin七res七r`a七eS・This created a-steri11zlng effect,on

their domestic money supplles:Studies have shown七hatln七erventionin

七he money ma「kets that are comblned wlth such a∴Steri11zlng changein

in七eres七rateS have n0lasting economlc eff`ect(Ref EC3)・N〇七that all

of theinterven七土。n WaS S七eri11zed,and thus by mid-1987・SOme Slowing

of monetary growthin Amerl⊂a W急S belng matched by faster growthin

丁apan and Wes七　Ger.many.

The risesinin七e「est r急tes of七hese coun七les were not only

contradicting七heir own dealingsin the cur`renCy markets,but tトey were

frus七ratlng America,s omin⊂reaSeSinin七erest rates・The U.S.d011ar

was no七being aHowed七〇cr`ea七el七s desired pr`emlumrate over th@t

offered by other∴COun七r`ies・TheU.S.hadneeded to raiseinterest「@teS

七〇i)to suppor`t the dollar and av01d thelnfla七iona「y consequencleき

ofit8further decline,11〉　to Bttr`aCt for`e18nlender`S-Wh0

1nc「easin81y wereJudging tha七a currency so heBVlly supported by

fore士gn centralb8nks was high risk-　andiil)to put a bre@k on七he

growth of U.S.nomlnaldemand-tO aSSIs=helowerlngof the t「ade

defic士も.Since the beglmlng of`the year to mld-October'　Sh。rt-tem

us.土nteres七r.a七eS had risen by150basIs poin七s∴andlong-tem

govemment bond yields by250basis p0ln七s・Pu七七lngthemabou=helO

percen七ma塙・The rlseslninterest r急七es by West Germ餌y andJapan

couldin facもbe viewed as a dramatlc demonstr@tion七hat the G7

coun七rie§∴Were nOW PrePared to act wi七hout any「eal economi⊂CO-

ordination.Thelrin七erest ra七e p01icles wer`e n。七ln fac七ln har.mony

butin　急　di「ect conflict.
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工nterest ratee∴Were bein8PuShed叩also by the bond marke七さ・Which

七h「oug吊g87hadbeeninabearmarke七of their om.They fearedthat

theinternational commitmen七to cur「enCy Stabllity combined with七he

continulngU.S.commitmen七to d。meStic growthwouldlndeedleadto the

exportingof theinflationaryeffect of`七heU・S.budget deficlt(RefFT

l).Added t〇七his,WaS the fear tha七a govemment Wlthlarge and

growingdebtsini七sowncurrenCymlgh七actuallypreferinflatlonto

continuingserviceof±tsdeb七sa吊heinltla11yan七lcl中edrealrates

〇千in七eres七・ByOc七〇ber1987'i七hadbecomemoreobviousinthe

monet急rysta七isticsof丁apanandtoalesserex七en七of Germany言h急も

七hemarke七sh8d become more nerVOuS・Notleast,d011ar∴S七8bi11tyl0Oked

increasinglyuncer七ainin suchanenvironment(Ref FTl〉・Th「。ughAugust

andSep七ember,interest ra七eS begantorlsearoundtheworldalmost as

if a8ingle handwa8COnductlngthe movements(Ref D4)・

The Timesleader of Oc七〇ber`17th also noted th8t rateS Of±nte「est hBd

beenrlsingsharplyln∴allmarke七s(Ref FT5).Therede申lonyleld or`

七enyear u.s.treasurybondsforex訓や1e・W亀SIpercent hlgher thana

monthag〇・Thisi=nte「pretedasa∴reaCtlontothecross-PurPO§eSOf

七heG7countrie8∴and the cautious reaction of七he representatives of

JapanandWest Germany七〇theplansfor`10ngtermmaCr`OeCOnOmlcc〇〇

〇rdination&mOunCed by肝B亀ker andMrLaw80n a七the recent meetlngof

七heG7countriesinWashlngton.工七c。nSidered tha吊hat meetlnglmay

heraldproceedin8Sfor∴adlvo「ce'.I七alson。tedthatnervou§about.the

in七entions of the G7coun七ries,Cur「enCy dealer`さhad been marklng down

The sen8e Of nervoueneSさWaSbeing「einforced bythe1亀teSt U・S.tr8de

figuresreleasedonOctober`14th-theAugust deflcit∴w亀Slessthanfor

丁uneandJuly)bu七6ti11welluponallother`mOnth8in1987.The

deficit for`the fir`St eigh七months of the year waS∴already ou14

t)i11ion.In European乱nanclal鵬rke七s,the t「8de8@P W8S Seen@S

underminin8COnfidencetha=hed01lar融fallenenoug吊oen8blethe

u.s.defici=〇begraduallyerodedくRefFT3〉・Ther`eWer`enOWdoubts

七ha七七heG7agr`eemen七〇nCu「renCy Stabllitywouldbe8ble七〇prevent

another`d01lar fall-　and tha七the U.S.could fundits budget∴wlthout a

further∴riseinin七erest r`急七eS・On Oc七。ber14七h'　there was∴aireneWed

申uminWes七Germansh。r畠erminteres七r`ateS・Å1thoug吊hlslncr`eaSe

士n七he Bundesbank一§∴rePurCh@Se「a七eW亀S rela七ively small-from3・75to
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3・85　percent　-it was the th rd rlseln recent weeks.Theselnc「eases

SuggeSted thatJust when the d01lar faced anothe「bout of downward

PreSSure,the Bundesbank was unwil11ng t01nterveneinits aid bec.ause

Of domestlc　皿one七ary consider`ations(Ref FT12)・

The offlcial West Ger鵬n view was that their sI。W grOWth reflec七ed

their fiscal and monetary prudence and ad.justmen七　to the appreciation

Of the Deutsche Markin1985-86(Ref FT5)・The ai皿Of monetary p01icy,

they clalmed,Should be the S七abilizatlon of the domestic pricelevel

and tha七　was precIsely what had bee11aChieved・In their view,the

American b○○m had been the consequence of unsust亀inable and

irI、eSPO11Sible t’iscal po1士cles・The only thing that must be avoided,the

Germ8nS WOuld argue,WaS a reSurgenCe Of global　土nf●lation which wa8

being threatened by the Amer`1can fixation with targets for`∴real ra七es

Of growthくRef Fて●5)'　Other`　COunt「ies,i七　was∴rePOrted,Wer`e Slmply n〇七

PrePared toinport　Åmerica'sinflation pr。blem(Ref FTIO).

Samuel Brlttanin his economic viewpoint for the Fin急ncial Times of

Oc七〇ber15th∴wei呂hedin str`Ongly against the West Cerman andJapanese

Standpoints(Rer FT2).The a「tlcle sharply a七t急cked the Ocopyca七I

士ncreasesinln七erest rates by West Germany’s andJapan’s cent,raユ

bankers,It considered七hat∴West Germany andJapan hadin commn∴a

growth of demand which WaS below theinflation@ry thresh0l.d,and we11

below that requlred t0keeP OutPut gr`OWingin Hne with capacity.A

fa11in the U.S.d011ar`　COuld not be consldered appropriate since　七he

mar-8m Of ulluSed resourcesin America had shrunk to the poin七　that a

fal11n the U.S.d01lar would simply worsenlnflation withou七　being

able to noticably a買ect the balance of payments・Ger`manyls demand

management had been more cau七i。uS thanJapanls and had caused the mo「e

d急mage・It wamed that thelack ofin七ellectualleader8hip by West

Germany would contlnue七〇be d@nger`OuS b〇七h for West Germanyitself and

forits neighbours・

In fact,On tha七　aftem○○n(15th October))danger sparked:M「James

Baker emerged from the Whlte House with President Reagan to deliver a

stiIlglng at七ack on the economic p01icles of∴West Germany.Increasesi

West Germanlnte「es七　r`a七eS englneered by the Bundesbank were not,∴he

said,Ireflectlve of the spirit of our`reCen七COnSultat士ons一・In

Saturdayls Washin呂toI-Post・Mr Baker's remr`ks appeared again and the
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r`ePOr七　qu〇七ed a’key Adminis七ration o廿icial’as saying that the U.S.

WOuld n〇七　r`aiseinter`eSt r亀te8in r`eSPOnSe tO West∴Germany and would

t0leI-ate alower d01lar`lif the mar`kets tookit there,.An a「ticlein

the Financial Times on the moming of Monday19th,identified Mr

Baker's pronouncements as a gamble(Ref FTlO)・Mr Bake「,it seemed.

al「eadv had a reputation as a g患mbler(Ref D7).

In the face of higherin七eres七　rates and tensions∴ab。ut the∴WOrld

eco【1C)my)七he New Yo「k stock marke七　had・in fact・beenlosing gr`。しInd

Since August　25七h.工t had fallen modestly at firs七・butin the two

Weeks before October19th,the descen七　had gained pace　-　falling s。me

lO percent　-and culmina七ed on Frid@y O⊂tOber16th'　W土th a record da11y

fall　-iも∴was the first day on which七he Dow moved by more thanlOO

POints.The Dow had now rallen17・47per.cent from the pealくOf2722・42

0n Au8uSt　25th(Ref　門4)・Equ土ty markets gener.ally(w土th the ex⊂ePtic`n

Of the Tokyo ma「ke七)h患d also been weakening・

Altho噂h there was no se-1Se Of oしI七　and out panicin the newspaper

repor七s over七he week一end of Octobe「17-18th・the stock market decline

did promp七　@fair∴am。unt Of concemed debate.The Flnanclal Tlmes

considered that whether me marketls par七y resumed,hung dellcately on

inves七〇rs,anxious mood ove「七he nex七†ew d患yS(Ref FT7)・The sell off

could be seen a8　either a severe co「rection or the　§t急「t o†a fer`OCi。しIS

bear marke七.Ove重-　the week-end,1t repor`ted,many an亀lysts were hanglng

doggedly onto their hopes that stock market fundamentals・ilほtif`1ed@

retum to higher pr`1ces・En。ughinvestors might be pers一」aded to go

bargain hunting to stop七he r〇七・Af七er∴@ll'　the economlc outl0Ok

remained g○○d.Growth was picking up'inflation would r`ise・but not

rampantly and corpo「a七e pro士’lts wer`e aCCele「atlng r@Pldly.The article

in the Monday Pa8e Of the Financial’rimes on()ctobe「19th also found

i七self able to end。rSe the cheery outユ00k.工七　w急s able to re叩rt that

the U.S,National Assoiation of Buslness Economis七s,the member与　of

which advise most of the U.S.compan士es,had me七　ea「lierin the month,

and the news could ha「dly have been bette重“:it was the biggest

imp【-OVementin the corpora七e outl○○k NABE members h患d ever repo'-ted.

Besides thls,the v0lume of、U.S.exports had risen∴a七　a qult.e

「emarkable14percen七　amual ratein the first half`of the year:一and so

if had paused for b「eath・th包t WaS hardly surpr`is土ng.Meanwhile'　U.S.

consume「demand,SuPPOrted for s。long by seemingly reckless bo「rowi噂'
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waき8tlastlevelllng out-　Whlch wouldln due course reduce the demand

forimports.The celebrated Feder`al deflcl七was∴Sharply dom,and would

be further∴reduced by the Grarm-Rudman act.The ar七lcle fel七happy t。

qu。te the newChair血an of the Fede「al Reserve-Dr.AlanCr.eenspan.He

hadInade a∴SPeeCh earlier`in the m。nth suppo「ting the cheer`y View.The

re患I economyl he saldl W8S reSPOndlng powerfully to the exchange rate

adju§tment,and the effect of the nomlnal current accoun七bal亀nCe WOuld

appearin due cour6e.

The gy皿pathe七lc vlewof thelaもest hlghin七eres七rates was tha=he

world'e cen七ral banker`昌∴Were tOuC皿ng the brakes at an early stage to

curblnflationary expec七at工one whlch had been fuelled by the surprising

8trength oflndust「lalrawma七er`ials・If.allwent well,the brakes

would be relaxed next year.工t could be argued tha七ther.e were few

signs∴SO far that wor`1dlnfla七l。n WaS@CCeleratingandlf t虹s

c°n抗nued to be the case,the worldl§bond m亀rkets hadin fact been

over-reaCtlng(Ref FT9)・Regar`ding the U.S.defici七s・it could be

arguedtha七even aqui七ehlghdeflclt wasnot neceさSarily unhe@lthyand

could be p「。blem f「ee・The argument wae tha七the U.S.is a∴rlch

developingeconomy'　Savlngs∴ar`elowbecause七he populatlonls

relatlvely youngI whllelnvestmen七dem息ndis high bec急use thelabour.

forcels sti11growingI and becauselndustry has nu⊂h outda七ed plant・

The funds would be wi⊥11ngly provlded by01der`'le呂s dynamic economles'

TheOrganlsatlonfor.Economic Co-OPerationandDevelopmentinParishad

calculated that a deficit of$50bi1110n-One thlrd of the present

elze-mlgh七be qul七e QPPrOPrla七e,While others pu七the flgure even

hlgherくRef FT8).

sねndard and Poor`g,the U.S.1nves七ment r鼠tlng agency'　had concludedin

a∴6urVey Of theU.S・8tOCkmarket ghortly beforeOc七〇ber'that sha「e

p「lceswere-11berallyprlced-rela七ivetocor`POratePrOfl七s,aSSetS

and dlvldends.I七no七ed also that the§P「ead between stock and bond

yleldswas-exceptlonallywide一・Japan-howeve「,WaSVlewedasbelngin

aleagueofitsownandwascontlnuingtotr亀deonP/Eratlosof well

over5O.Other.mar`ke七s wer`e nOWher`e nearly as hlgly valued asJapanls-

but byhistor⊥c8lg七8ndard8theywereIvery fully valuedl(Ref FT9)・

G01dmapSach6Calcul亀ted tha七ifJ亀panwas excluded,WOrldstock

markets∴were tradlng ona prospeCtlve1987P/E ratl○○f16'2compared

wlth an average of12・3be七ween1982and1986(Ref FT9)・
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Flgur`e86t09display the trendin P/E r@tlos agalnstl。ng tem

government bond ylelds f。吊he U.S.,London andJapanese markets

leading up to the cragh'

4.Su調mary of七he chap+eエ

Thr`Oug吊hebullrunperlod,theworldeconomywas fuelledby Amerしcals

pr。6Perl七yandbyltsthi雨fo「lmpor.ts-whichlncreasedtheprofl七s

both of Amerlca一§Om COmPanies and thoseln the reet of the

lndustrlalleed world'　Agaln8七thls back呂rOund,equlty share p再ces

lncreaきed conflden七ly and conelき七en七ly.But Ame「icawasno=)alanclng

ltslmportswlthexpor.t6くthe tradede†lclt),8ndsothe cycleof

dollare that a11。Wed Amerlca t。COntlnuelmportln8WaS dependen七on

member`SOf foreign countr土e8Wan七ingevery year tOlnvest an amount

equalto thetrade def⊥ci=ndollar asse七S.TheAmerlcan

Admlnlstratlon'e bor`rOWin8「equlr`e孤ent(七he budget deflcit〉-equal

roughlytothetradedeficlt-hadgreatlyencouraged foreignlendlng・

Ther`efor`e'd01larさwere belngr`etumed to the Amerlcan people elther by

theforelgnbuying。f A鵬rica●srealas8e七SOrinthe fomof forelgn

loans.Amer`ican8thereby con七lnued to enjoy the con6umer.g0Ods ofJapan

andWest Ge「manyandtheres七of thelndustria11sedworld・whilethese

other countrles t°Ok satisfactlonln their companlesI profits and thelr

lnc「easlngasse七s.The flawinth土sarran轡emen七WaSthat,forelgn

caplt81mlghtnot c。ntinuetobefor`thcomlngt0lnvest±nAmerlcals

a6SetS∴at a∴r`ate gu買iclen七to satlsfy Amer`icalきthlrs七for

lmportsくove「andabovei七sexpor七S)・Theflaww亀S∴afatBlonelnth@t,

a devaluatlon of the dollar(Or d011Elr aSSete)at any tlmenightle亀d to

a∴きelf-fuel11ngrunonthed01lar.The ba8ls for econonlc well-belng

amongthelndustr±alisednation6COuldthenbeshatteredinan

extremelyshor`吊ime.Thelndustrlalisednat士onshadbe即ntobeaw@re

of thlsanda七七empted七〇co-Ordlnatea-sof七l急ndlngI forthe dolla「ls

decllne,ThlswouldallowAmerlca tosnoothly decreasei七81mports∴and

t0士nc「easei七s exports SO@S tO br`士ng七hemlnto balance.The〇七her

half of thestra七egy WaS tha七Wes七Germany andJapan should reflate

their economles aもa r`ate Suf.flclent to take up the slack on world

ec°nOmlc de肌and caueed by Ame「lca's reducedimports・Thus the world
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economylong-term WOuld be put on a more confidently sust亀1nable basIs・

The p01士c士e8beg亀n to h鼠ve guccess,butlesg qulckly than was hoped

for`.工ncr`e稀inglyI the dollar・WaS belng supported,nOt by pr.lvate

lnvestmentl but by。fflcla11nterventl。n by other countries.

Internatlon@1co-OPeratlon ther`efore waきenCOuraglng Amerlca to keep

lt§COn6umP七ion high f。r the beneflt of the world economy.By e@rly

1987,tenSlon between thelndustria11sed na七lone wa魯leadlng to

dlsagreements on p01icy・Baelcally,West Germany andJapan resented

having to take chances∴With theinflatlonary consequencles of「eflating

thelr econo鵬les,andin the run up to the P「esldentlal election'

America was unwi111ng to choke backltslmports by means of any

deflatlonar`y P01icles・Each slde began to blame the other'　Bonds

entered a bear market of their own to reflect thelncreased probabl11ty

of8d011ar c011apse f0110Wed byinflatlon観nd subsequent hl富her

lnteres七　rates.In七eres七　rates rose further∴aS eaCh country-1n§Plte

ofきupp08ed economlc co-OPeratlon-trled t0Obtaln for`1ts cur「ency8

deslred prem土umin theln七erest rate(West Germny andJapan to contain

lnflatlon-　鼠nd America to con七〇1the d011ar-s s11de).In October87-

the U.S.Tr`eaSu「y Secr`etar`yl MrJames Baker-　nade a pub11c outburst of

complaint to the Wes七Germans・Thls was again8t the background of

80meWh亀もdl艶PPO土ntlng Amerlcan trade figures released th8t mOnth.The

NewYor`k stock exchange hadln fact nowbeenl08inggr`Oundき1nce August

25th,andln the two weeks prlor to October`19七h,1七made a severe

sllde.Over the week-end of October`17-18七h)the flnancial press vlewed

the sltuatlon a8'a tesき　of the buH marketls resoIvel・
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Chapter　2:The October Cr8Sh

1.　The crash

Fr°mthe cl.0Se Of tradln轡0n Tuesday October13th,1g87to the cIose of

tradingMondayOctober19七h,theDowJones工ndustrlalAverage decllned

by alm06t One t皿rd,rePreSen七lng al。SSlnthe value of all

outstandingU・S・StOCks。f approximtelyone tr111lon dolla「s'It w@S

e6tim8七ed that ever`y American famlly was now$l・4thousand poor`er.On

Monday19thI London fel1249・6,a∴fa11o=O.8percen七・Thenext day・

1t fe11further1250・7pointsl makln8a fa110f22percentin two dayさ・

The twodayきhad thereforewiped off　94blllion fr`OmShare values,and

thls mean七tha七B「ltaln●s pr土va七e weal七h had been reduced by s。methlng

llkelO per`Cent On PaPer.The r`eaCtlon of theJ叩neSe marke=oWall

str`eet-6Cr亀Sh came on Tuesday when the Nikkellndex fell by15

PerCent'

wha七mde the m「ke七b「eak extraordlnary'　WaS the speed with whlch

p「lce8fell'theunpr`eCedentedvolumeof tr`adln唇andtheconsequent

threat to the fin尋ncial syatem.The human drama of the events on

october19th-Black Monday-Were descrlbed vIvidly on the fr`Ont Pa8eS

。f the Flnanclal TlmeきくRefs FT13-15)・What we are concerned wlth

partlcularlyin thls chapteris t。Obtaln an accurate answer tO the

que6tlonl Wha七pr`土mr.11ym。もlvated thelnvestmen七and por胃olio
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decisions of the marke七playere dur`ing the sto⊂k n@rketls decllne'　fall

and cr`aSh?We focus our attentlon on the U・S.markets since we belleve

th@七七heyledtherest c)f thestockmarketsdownwarda=hetlmeof the

C「亀sh(Ref　櫨l).

A U.S.Pr.e8idential Task Force was set uP tO datermlne what had

happenedandwhy,-aSWe11astoprovldeguidellneslnhelpingto

preven七suchabreak fromhappenlngaga土n.Thd土rreport・lReport of

七he Fresedent181Task Force on眠rke七Mechan士srhel(Ref A)一　COnCludes

that the economlc′p0工1ticaltensions as descr.1t)edln the preceding

chapte「we「er`e§POnSiblefor-七rlgge「lng.cert患lnprice-insensl七lve

mechanlsmsln the U.S.markets.There亀fter・thdse mechanlsms assumed a

deva8ta七lnglndependenceof七heir。Wn.Themost.import@nt CategOryOf

reactlve ge11ln8tha七wasldentlfled by thein、′e8tlgationwas known∴aS

'po冊ollolneurance一・Thepor`tf011olnsurers執ayedwiththemarket s0

10nga61t wasrlsing・工ntheevent ofamarkel-dlp,their`COmPuterS

werep「ogr@mmedtodlc七a七esalestha七wouldpr{,七ect亀PrOPOrt±onofthe

galnsob七8士nedalready.Inthisway・POrtfoll01nsurer8SOugh=ostay

wltha∴可singmarket bu=oav01dbelnglockedintoadecline.The

七echnlquewasno七aCtu亀11y七〇8ellthestockl†;Self・but futures for

thestock,七heee be士ngb〇七hcheaper-and f8S七er七O Sell/buy・Inother

word8,thef血resmarket「epresentedanefflclent proxy forthestock

Thereport±llus七ratestheexten=OWhichdowhw亀r`dsellingwouldbe

made七〇feedonlt6elf:OnePOrtfolloinsurandeclient hadf01lowed

exactly七heins七ructionsoflt昌advisorduring七heWednesday七oF「iday

perlod'Overtheweek-endt theadvIsorlnfo「metlthec11en=hat,based

onF「lday-きmarket cIose'i七8houldse110nMohd急y'70per`Cen七。fi七s

「emalnlngequltiesinorder`tOCOnformtothe師8meterSOf the

insurancemOdel.皿swasaneX七remeeXamPle.血七lnresponsetO alO

percentdec11nelnthemarke七・七he七ypicalpo冊01i01nsurancemodel

called for stock salesin exce6S Of20percent of a por七f01i〇・

Therepo「t±ndlcatestha七asmuchas60-90b1111ond0118rSOfequity

assets∴werein facもunder porもf011oinsuranceadmlnistratlon a七the

tlmeof themar`ket bre@k・The portfollolnsure†s h亀d beenver`y aCtlve

dur`1ng七heWednesdaytoFrid8yPerlod:inthefutures鵬rket where,aS

wehave8ald,theyconcentra七edthelr`aCuvltyI theyhad sold the
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equivalentln st。Cks o∫app「oxlmately$530mll110n,$965ml11ion and

$2.1bll110n thr。ugh Wednesday,Thursd8y,Frld包y.And st士ll the

por.tf011olnsur`erS∴aPPr。aChed Monday wlth ahu軽amount of selling

81ready dlctated by thelr models・With the mar轍le七already down ten

percentl thelr models dictated that,at minimuⅡl一　$12billion(20

percent of$60bll110n)of equl七ies should alrdady have been s01d'Less

than$4.bl11ion hadln fact been s01d,

Addlngto the enormou8∴Sel11ngpr`eSeur`eS bulldln8uP OVer the week-end-

a∴きmall number of mutual fund group8∴Were@1so conf「。nted with an

ove「h患ng.These funds had deslgned s七rategiesv阻chmadeit easy for

。uSt。m。r§t。r`edeemtheir mu七ual fund sh亀ree・C,n Frlday al。ne'　CuStOmer.

redemptlons∴a七these funds exceeded fundsales of stock by$75O

bllllon.Over.the week-endI theきe funds would recelve further

subst8ntlal redemption requests・

The activl七leさof∴a∴sm亀ll number of`agressive t「adlng-Orientated

ln8tltution6both cont「lbu七ed to the dec11ne durlng the week and posed

theproepect of f`u「thersell土ngpressureonMoriday・Thesetrade子8

under6t○○d the8trategles of the portf01101ns血er`S andmutual funds・

In other wo「d61七hey could@n七lc土pate the§elllng thoselns七itutlons

would have to d01n re8C七lon to the marketle ddcllne・They could also

see thogeihstl七utlons fall土ng behlndln thelr se11ing prog「amnes.The

sltuatlon theref。rePre8en七ed an oppor`tunity fcir these七raders七〇se11

1nantlcipationof the forced selユ±ng bypo「tfぐIli01nsurers∴andmutual

funds,Wlth the pr08PeCt Of repurchasing atlower prlces・

Throughout Monday,sdecline,t「adingv01ume andpricevolatmty

lncreased d「amatlcally.And thls record volume was concentr`ated amon8

r`ela七lvely fewin8tl七utions・OnOctober`19七h-du七of totalNewYork

s七〇ckExchange(N.Y・S・E・)salesofJust under$組b±⊥llon-Sell

programmesby七hreeportf0110l帆rersmadeupJust under$2b1111on・

BIock sales ofindlvidual stockきby a fewnutual funds∴aCCOunted fo「

another$9OO mll110n.In the futures market'　P(五七f01101nsurer.sales

amounted to the equivalent of$4bil110n Of st()cks,Whlchwas equalt0

over4Opercent of f.uturesv01umeexcluslveofl。Caltr`anSaCtions;and

of t阻s,$2.8bllllon was attrlbu七ed to」ust threeinsurers'In the

stock and futures marke七s togetherl One POr`tfo]・1olnsur`er.S01d stock

and futureき∴Wl七h under`1ylng value8tOtaling$1.7bl11ion.And8S huge
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as the selHng pressure fr`Om POrtf011olnsurer怠had been on the Mond8y・

1t∴was stl11a sm亀ll fractlon af the sales dictated by the f°mul8S Of

Normally)Se111ng pre唇su「eln the futures n8・rk航1s transm土tted to the

8tOCk market by the mechan1きmOflndex亀rbitag毎-the computers of

七r`aders are progmmmed to spot any gap between the price of a stc)Ck

lndex f`u七ure and the stockltself,and m8舶OPp。Site trans8Ctlonsin

each t°10Ckln a∴ri§k-free gain.But the N.Y.患・E,aut。mated

tran6aCtionさystem(一DOT・)・uSed bylndex∴arbltrageurs t011nk the

future§∴and stock markets w急s∴r`aPidly overwh'elined and the backlog was

such thatlt ceased to be u8eful after mldday fon Oc七obe「19th・The

concern-althou8hl七dldn・七maもerialise-th訪some clearlnghouses∴and

maJor m日rket par七lcIp亀n七s mlght f811fu「therl九hlblted theintermarket

activltleさof o七herinvestors・The futures∴尋nd6tOCk markete became

d18engaBed-1neffect,81vlngcont「adlctoryp匝es for`thesamestock

-aSthey bo七h皿a freefall・Everyonehadshbwed up。nthes亀me Slde

of the market at once.

工n the face of such。VerWhelmlng se111ng pressu「e,mar`ke七makers we「e

unabletomanageSm。Othprlcetransac七lons.Th′巳se specialis七s aremeant

t°etablli8e the ma「ket by buylng when ther患aJ「e no buyers∴and selllng

when七here ara no se11ers.They assume the obllgatlonln retum for∴an

exclusIve f`ranchlsein the particular stock・But by thela七e af七er.n0On

of October19th,market makers on the maJor s七c)Ck exchanges appear tO

havelar`gelyaband。nedserlou8attemPtStOstemthedownwardmovement

lnprice6・Theyn01。nger`POSSe縫edtheresC)urCeSOrthew111in巳neSStO

absorb the ex七r.亀ordlnar`y VOlume of ee11lng t.hat had ma七e再aHsed・

AlthoughMondaywasthedayof thedram鼠t士cstockmarke七decllneinthe

u.s.mar`ket8●1t wa8mldd亀yTuesday th8=h向∴securltlesmarkets andthe

flnanclalsystemapPrOaChedanactualbreak{lowh Fl「st,七heabi⊥±tyof

securi七les mar`ke七s to pr`1ce equltleewaein questlon・The futures and

stock mrkets∴were dlsconnec七ed.There were fewbuyersln ei七he「m8rket

亀ndindlvidual st°Cks ceased to tr亀de.Inve恵to「6began to questlon the

valueof equ土tya8SetS・Second'andm。reSeriollS,a∴Wldespread credit

breakdown∴8eemed for a perlod of tlme to be qu-1te posslble・Amld

rumour818ubさequently revealed to be unfoun(’led'Of flnanclal failures

byeomeclearlng-hou6eS∴and6eVer81maJorm柾ket par七ic士pants,and
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exacer`ba七ed by the fragmentatlon and complexity of the clearing

procesさI the flnanclal sys七emwas cl08e tO bre訪dom.Inte「m8rket

tr`鼠nSaCtlons r.equi「ed fund tr`anSfers and nade dbmands for bank cr`edit

almost beyond the capaclty of the system to pr〇年ide them・

The extre皿e v0latl11ty of market prlcee on October.19th and20th had

sub.ゴected aH marke七partlcIpan七s∴and par`tlcul証iy smallinvestors)tO

caprlcIously dlfferent treatment・As an exampleあ　anlnvestor selling

stock or futures con七ractきnear the close on M〇九day suffered alose of

lO t。12percen七comp8r`ed t01nvestors∴Who s01d either an hour earlier

or thenext morning.工n contrast,anlnves七〇r∴Who bought at or`near the

open on Tuesday momlng,Pald fromlO t020perkent more than one who

bough七elther∴@t the prevIous afternoonls cIose or.two hourslater`.In

add士tlon to these dlsc「epancles)Smal11nves七〇r§wer.e at a disadvant8ge

in speed of execu七lon'　Thelr proble鵬h@d「8n呂中]fr`Omn。t belng able to

reach thelr retall brokers to de1亀yS and failurtsln the automated　.

きn亀ll-Or`der8y5七ems on both the N.Y・S.E'　and ov缶r the counter marke七s.

The pricelevel of the DowJoneslndustrlal one mlnute cha「t ove「the

period14-2Oth Octoberls∴Shownln Figure10.Theloss of value of

the U・5.IJapan andしondon markets can be seen温円guresl・3and4

alongslde the prevlous five year r`isesln these mar`kets・

2.Summary of the c垣pte臆「臆

The rep。rt O‥he U'S・Preslden七i81Ta8k For`Ce descrlbes the behaviour

of the U.S.mar`kete∴arOund the perlod19-2Oth October1987.On

oct°ber19thl eelllng presきureき-COnCentr`atedねmon轡relatively few

ln8七ltutlons-Cau呂ed5elling panlc to feed on虹self.In response to a

decllneln shar`e Prlce,theseinstltuti。n8tri軸ered prlce-insensltlve

selling mechanlsms whlch pushed the decllne eveh fur七her・There we「e

almost-no buyers-　as everyone showed up on the same side of the market

at once.pr士ces wentlnto freefall・On October2O七hI the technlcal,

human∴and financial res。urCeS Of the system wer七exhausted and brought

to near c011apきe'
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Chapter　3:TheAf七ermthof the裏蛙tober cra垂L

the G「eat Crash ofl睦呈・and

坦e_臆G「eat Depressl哩Of the1930s

1.Br`1ef overview of the rest of the臆W鎚皇

Throughou同onday19th-HowardBaker,theWhlte櫨ouseChlefof Staff,

hadbeentalklngtotheexchangeofficlals∴8nd,aさthemarkets cIosed・

七heWhlte Houee aekedJohnJ・Phel亀n,Ch8士r`marl。f the NewYork s七〇ck

exchangeIhowtheymlght beabletohelp.Phe18nWhohadpreviously

described Monday'5eVen七きby,'I c8111t the neares七thlng to a

meltdown工一meverlikely七o see一(Ref FT14〉一　n。Wis repor七ed tohave

き81d''工f youhaveonesllver bulle=henflrelt andindica七e tha七

lnterest rateS∴are COming d。Wn一(Ref Dg)・Th亀七evenlng,it was ann。unCed

七hatJames Baker wae ex七endlnghls brlef6tOP-OVerln Frankfur吊o meet

west Ge「manFinance Minlさter,Ger.hard醜01tenbe「g and the Bundesbank

p「esldent,Karl.Ott。Pohl・The talkslasted severalhours and they

18Sued a sta七enent Saylng eff。rtS WOuld be made t。StabiHse all

interest ra七eS∴and the Germans wouldlower thel「s(Ref FT18)・

Just before Wall Street opened on the TuesdBy,Alan Greenspan,the

chairman of the U.S.Fede「鼠l Reser.veI a8Sur`ed the banks that fr`eSh
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funds∴WOuしd be avallable.The Fedl Said the st鵡enent・WaS Wlulng to

affir`mlts-readiness to serve aS∴a SOurCe Of Liquidlty to support the

economlc and f.1nancial systeml(Ref FT19)・

Later Presldent Reagan orderedtalks wi七h the bemocr8tic contr`O11ed

Congree8∴almed at cutting the U・S.Federalbud鵬t deflclt and hlnもed

that he nlght even con8ider some t患xlncre鼠ses to achleve reductionくRef

FT21〉.Wes七〇ermany ann。unCed a smallcutin蝕七erest rates∴and

reafflr`medlts ab8Olute commitment to the Louv予e accor`d(Ref FT21)・The

'G「oup of Seven-　n患tl。nS ag「eed that each woul{’lact to ensure

sufflcient Hquidltyin thelr flnancl急lmarket*and that contributed to

ageneraldownwa「dtr.endlninter`eSt rateS(Ref FT21)・Pre51dent Reagan

亀nd Brl七aln●s Ch鼠ncellorI Nlgel Lawson,b〇七h e【hphas士sed the80undness

of thelr economies∴and La鵬。n described the cr`Åsh asIEm absurd over-

reaction一(Ref FT　23).

The r`e鉦fi「matlon of七heしouvr`e Accor`d and the perceptlon that nati。nal

monet8ry POliclesmi轡ht once againbe madecom申ementa「y rather`than

confrontatlonal,aPPea「edlnl七lally atleast,航have s。me effect(Ref

FT22〉.On the Wednesdayl traders t0Ok heart fromthe8harp fa11sin

u.s.1nteres七ra七eきen81neered by the Federall.ieserve Board・and share

pr`1cessurgedlnhec七lc business。nal11eadi鴫StOCkexchanges・Wi七h

wallStreetl TokyoandLondon maklng recor.donfe-daygains(Ref FT19)・

onThu「sdayinTokyo,themarket recouped65p鉦cent of the呂rOundlt

hadloe七ln Tuesday's+eco「d f@11.But other w証ld mar`kets swung

nervou61y・Wa11Stree=ost8lmost half ofWedhesdayls8alnandLondon

slurnped棚ln.OnFriday・Lond。nSllpped aHttle・andWallStree七was

relatlvelyqule七,ClosingJuきt fractlon亀11y ahhadof±tsThursday

close・Theexplanatlon f。r七hecalmonWallSt畦e七w8S th8t'lthe

ma「ket makerさhad becomeJust t○○eXhausted to careI(Ref D12)・

In印mmary,8t endof theweek-亀COmParisonw持hOctober`9th・Whenthe

marke七きappe8red secure,Showedth鼠七Tokyohad fa11en8percen七・London

22per.cen七,NewYo「k2Ope「cent,CamdE12Ope暁nも,andAustralla25

percent.Japanwasabou七12・5percen七of±七sp宙kc。mParedtoWa11

street whlch was nearly25percent down fr`Omlts August25th peak(Ref

Dll).

ー22-



2.TheimInedla七e:「e岬
craShin the B「ltlsh press

Theleader artlclelf the Financlal Tlmes(Ref`　FT　=)on Tuesday momlng

did not preeume to have all the explanatlonき・lBu七ls there a∴real

b鼠s18for the equity marketls hysterla?Ilt asked wlthout feellng

confiden七of any answer.It remrked on the ecanomlc tenslons prlor to

the cra8h-aS descrlbedin our Chapterl-　訓d the m°untln呂COnCe「nS

over the money supply and the chance of renewed:1nflatlon whlch had

been falthfu11y r`eflectedin the bond narkets tut of no real concem,

1七had geemed)in the equity marke七s・lPerhaps,equity marke七s had

slmplyI and suddenlyl nOW COme dom to earth.〇・工t wondered whetherlt

c°uld be that　-a cr`1tlcal m@SS Of blginve§tOr`§has concluded that a

ma.ブOr U.S.receきsIonls now becominginevitable'.But the-puzzle-

stlll remalned as to why the亀bove should have dawned so suddenly on

W811Street and even more suddenly on the Londc)n equlty market.It

concluded thatinきplte of thelr tr.emendous technoIoglcal capacity,the

'marketき∴Were t0O nar`rOWly obsessed with pred18eSted opinionsI and

thelr proceきSOf an鼠lysIs tumsout to be'clu鵬y and evenalarmln8・l、

The other con七r.1butlonsln the Fln8nC181Tlme8∴Were nOt SO heart

sea「chlng.'Claes士c Speculative Bubble Burstsl headllned one

artlcleくRef FT16)・I七beganllWha七isi七that can cause the wor`ldle

equity marketきt0lose more than a quar`七er Of thelr valueinless than

a day and a half?Certalnly nothing to do with economic fundament8ls・葛

Itlnformed tha七,'七he characte「istlc slgns of@bubble are to be found

whenlnve6tOrS CeaSe t。P尋y attentlon to the fmd亀mentals andlay out

money on the assumption that pr`ices can only呂0uP-an aPt enOugh

deさcrlptlon of wha七has been happenlngln thel鼠r`8er marke七s around the

world..A second ar`七士cle tha七day(Ref FT17)had the same essentlal

messa8e and developed the'Big轡er Fo。1Theo「y.1Monday morning was when

the Blgger Fool refused to tur.n up'

The工nvestors Chronicle(RefIC2)alsolnsisted tha七　shares had been

bought by people because they belleved that thelr prlce w8S g01ng up・

Sh8「e Prlce6)thereforeI Were a func七ion of the psychoIogy of

lnvestors・Many of the y。unger dealers today,1t belleved・WOuld have

regarded the termlfundamen七al valuesl as something from a for`ei8n
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1anguage.The Brl七lsh government had encouragetl theide8that shar`eS

。fferedln8t亀nt PrOfits.P「ospec七lve buyer8Of B.P・and〇七her∴State

sell-Offs11t p。1nted outl had har`dly been w0O融with de七@11s of proflt

prospec七s)yieldl P/E ratlo or other measures Of fundamental value.

工n8七e8d,they had been ser`Ved upI七elevIsIon f nta81es whlch could

equally well have been used t。marke七soap flakes.I And now the market

had tu「ned and fundamen七als∴WOuld be unable to have anythlng to do with

it-Since even sophlsticatedinstltutlonalinvestor.s who「easoned that

shares nowl○○ked che尋P)WOuld n。t r`lsk buylngif they thou呂ht they

mlght be ten or even twenty percent Cheaper st虹11n a weekls time.As

forit6∴advIceln pr`eVlous weeks for r`eaders to buy ce「七aln shar`eS・1t

defended thatits comments wer.e alwayslrelative to the m8rket.1Its

8tatlstlcs therefore wer`e nOt WrOng-they had qulckly becomelwildly

out of date.'　The dlstlnctl°n between,wr`Ong'　andIwildly out of

datell may Or may nOt have beenloきt onlts re融er`S.

The Ec。nOmistくRef EC6)declaredll七was the madness of cr`OWds that h8d

sent the bull marke七ever upward thls year`i・arldlt∴was・imob

psychology that ha8nOWSen七lnvestors hur`t11n$for the exl七s・,The

whole buslness,i七dedded.deser`Ved a ch叩七erin Charles Mackayis

b0Ok,一Ex七ra。rdinary P。Pular Delusions and the Madness of Crowdsl,

al.0ngSlde the Dutch tulip bulbs∴and the South錠a bubble8ffal「S・The

leader article(Ref EC5)posse6Sed an att土tude of condescehsion:As

for why the markets had crashed-1t∴wouldlsta予t Wlth some simple

a「lthme七lc,一　and then poln七ed out that two wee庇s ag01nve§tOrS Were

buylngshareさat dlv土dend y土elds averaging3percentlnLondon,2・6

pe「cen=nNewYor`k,8ndO'5per`CentlnTokyo'COmParedwlth borrowing

r8teS15,16.5and5percentI reSPeCtlvelyin these places・The gap

between a shar`e'e c08t and yleld had become doしIbleits nor.mal sIzein

the three previous decades.'When those reason㊨d8Wned onlots of

inve6tOrS∴at OnCe'　Sha「es cr`a8hed.一　Further downlt prompted us,lP/E

rati°S。f20h亀d alw亀y8been a Ht七le crazy,hadnlt they?Crash.1At

least one reader wasleft∴wonder`1ng)Why,lf a虹of this hadIdawned

on'　The Economist so much earller)it had not Chosen to wamlts

reader`8　0f the cr亀8hくRef EC15).
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3.Thele6SOne from the Gre。t Crash。f19姐臆endlt轡after`math」the

DO11cv response t°the October.crash

工nevl七ablyl COmP8rleonsweremde wl七h the Gre!at Crash of1929・After

the Grea七C「a6h had come the Great Depr`eSSIonI Which hadlasted,Wlth

varyingseverl七y,for`tenyearS・In1933●G「o謎NatlonalPr`Oduct was

nearly a thirdless thanin1929・Not un七土11g37dldthe physical

v01umeof p「oducuonrecover to thelevels Df1929,and thenit

pr。mP七ly sllppedback again.Untl1194l)thed011arvalueof productlon

remained below1929.Be七ween193O and1940,Only once-1n1937,did the

averagenumber unempIoyeddurin呂theye@r d叩bel。Welght mimon.工n

19331nearly七hlrteen nil110nWere Out Of wb壇'Or about onein eve「y

fourln七helabour force.工n1938I One PerSOnln flve was stlll ou七〇f

wrl七lnglnAtlanticMonもhlyinJanu鼠ry1987I theeconomi§tJ・K.

Galbralth had s七reseed the simllar.1ties between the1929b○○m8nd the

present one.I{ehadwamed・一Asas七ockmar`ket・b0OmCOn七lnues・thesame

can be truea6regards a b○○mln reale8七at巨∴ar eVen ar`t∴herels an

lncr`eaSingparticipatlonbyinst±tuti。ne∴andpeoplewh。areattraCted

bytheth。ugh七tha=heycant亀keanupwardr]・dewl七hthepricesand

get out befo「etheeven七u尋lfall・Thlspartlc]・Patlon・needlesstosay,

drlves up p「lces.And the p「ices∴SO aChieved m010nger have any

relatlont〇七he underlylng clr.cums七anCeSl(Ref D6〉・W「itingin1954・he

had sald,一The c011ap5eln the stock marke七in the au七um of192g w@§

lmpllcl=n七hespecul組onth8t∴went before.Theonlyquestlon

concernlng七hat speculatlonwa6howlongit wouldlast・Sometlme・

賃OOner Orlater'　COnf土dencein the short-rurlreal士ty ofincreasir¥8

commonきtOCk valueき-WOuldweaken.When thishdPPened,S。me PeOPle would

se11,and七h1さ∴WOuldde8tr。ytherea11ty of±ncreaslngvalues・H01dln8

for∴anincreasewould nowbecome ne亀ningles唇;the new reall七y would be

fa111ngprlce8・The「ew。uldbea∴ruSh,Pe11meLl'tOunload・Thlswas

七hewaypast speCula七iveorgieshadended・tt WaSthe鵬ytheendcame

ln1929.工七is the way§PeCul亀tlon wlllendlm the futu「el(Ref F2)・

The fac七tha七the scenar`1○○f the October c「a8h w8S unCOmfo「tably

r`emln1さCent Of1929'　WaS nOtlost on the flnamcial comnunity・The cover

pIctureofTheEconomist showeda193Osune巾p的yedqueuewaltlngfor
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free soup・And the edlt。r`1alar`七lclebegan,I丁he cr`亀Sh of1987could

lead to the slump of1988.That muchis clear`l(Ref EC7)・Around a

photographof theJarrowmar`Chers,TheInves七〇r`日lChr`Onlclep血ted:

一I=slrre6POnSlbletoplaydo肌the gravlty of thepresen七sltuatlon'

we face亀moder`ate r`eCeSSlon・If not therels a∴Serious possib111ty。f

recession becomln8depresslon一(RefIC3)・TheFlnanc士alTimes beganits

edltorla18rticle on the21き七October∴With the comment that the crash

oflg291nevitably cametomind)andended by s七a七in呂tha七howthe

authorl七ies faced up to thechallenge wouldidecldewheもher皿st。rlans

endupbyd士scusslngOctober`1987inthesamewayaeOc七〇ber1929l・

Galbr`亀l七h had wri七tenln1953一　▼Far moreinporねnt than rate of

lnter`eS七andthe supplyof cr`edi七1s the'm○○dl・Specula七lononalarge

scaler`equlreき∴aPerVaSiveeenseof confldenceandoptlmismand

convIctlon that or`dln亀ry peoplewer`emean七tO be rlch(Ref F2)・Now'1t

seemed,the all-important'm○○d-　h8d ch亀n呂ed・The markets we「e nev°uS.

Even when there was a∴8harp revIval of share pr`1ces on the

wedne8day(21st October`〉'1ns七ltutlon811nves七〇r`S∴reaCtedbyurgln轡

cautlonl POlntlngou七tha吊her`eCOVe「yWaSSl調ilar`tOthat whlchthe

皿arke七managedt。aCh土eveafterthec「8Sho=929,beforer`eSuminglts

downwardcou「5ea fewdayelater(Ref FT24〉・It wasobservedthat the

p011tlcians-protestatlonsthat-theeconomylsfundamen七亀llys。und,

were also an echo of the aftema七h to the1929crash(Ref FT30〉・

The'cycletheorles'ofeconomlcs-thatecononles∴muStneCeSS8r11yw8X

andwanebythelr.0mmOmentum-brou8h吊hesu富8eStiontha七therewas

anlnevltabl11tytodecllne.Thelar8eSt Of七hesecycles'known∴aさthe

'Kondr魯tleffcycle'l Predlctedthat economies∴rlseand fallwltha

cycleofapproxlm亀七ely54years・Thlscyclelsreferredtointwopost-

craehpublicatlon6,bothofwhlch,ine8r`1y1988,remalnedpessim士s七lc

for七hefuture!一TheCr`a8h-by阻hirBose(Ref D6)andITheCraehand

theComlngCr士sIs,byGuyGalletly(RefEl)・Kondratleffwr。tethat

1789ma「kedthebeglnnlngof anupswlngfromthedepr`eS8ionof the

17908;th士spe急kedin1814andthecyclewascompletedwiththeslump

of the184Os;-aCyCle。f60years.Therlseof七he8eCOndwavebeglns

ln1849andend8in1873;thedecllne fr`Om1873endsin1896十a CyCle

of47years.Thustheupwar`dmovement ofthethirdwavebeginsln1896

and end昌ln1920(Ref Gl).Kondratleff dldn-七llve to experlencehls

modelbeyondthistlme.HedledinaSlberlanconcen七r.a七ioncamp-But
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theprlcecycledldactuallypeakln192Oand a呂1f on cし一e'Camethe

great depresslono‥he193Os(RefGl)・工nlTheCr8ShandtheComl噂

cr151s一,the8uthor calcula七es(not alt。gether convlncin呂1y〉tha=he

cyclestheo「yshows1987tobeacrlsIsp0lnt(RefE2)・Thesamecycles

hadbeenueedbytheeconomlst Robert Beckmanln1983tocalcul8tethat

thedepresslonpe「lodh。dbegunlnthat year(RefG2)・Hehadw「1tten

hls bo。k(●Downwave')to advIse people howto survIveくRef G).Howeve「・

1n-The Great Crash1929一(flr`St Pub11shed1954),G81bralth stron呂1y

scoms theldeathat econ。mlcllfe mlght be BOVe「ned by suchlnevitable

「hythms(RefF3〉・SamuelB「lttanwr`ltlngintheFln8nCialTlmes∴鼠lso

denleさthat the Kondratleff cycles∴are any klnd ofinex。r種ble

r`hythm(Ref FT3O)・

In'TheC「e鼠t Cra8h1929●●G亀lbra土th argueslnstead tha=he dep「es§10n

that f。11owed19290CCured becausel)the economy aもthat七lme wasln

fact fundamenta11y unsound・8nd2)economls七富h鼠dlnsIsted。n

lmplemenungp。11cles that alm。et COnSIstentlymadematterswo「8e:

l)The economy Of1929

TheeconomyWaeunSOund for`∴SeVeralreaさons・Themorelmpo「tant「easonS

glven by Galbralth(Ref F4)ar.e!

(l)The mal-dlet「lbu七l。n Oflncome・In192g言he flve pe「cent of the

populatlonwlththeh18hestlncomesrecelvedasmuchasone冊rdof

811per60n811ncome.Theecononlcg「。Wth「atewasthe「eforeheav11y

dependentonthesepeoplema虹ngahlghleveloflnvestment or8hlgh

levelofluxur.yc。nさume「6Pendlngo「both.Thelnvestment opPOrtunltles

a=h±sume mylnf8Ct havebeennear to患Peak鼠nyw亀y-SO that

s°me downtu「ninlnves七ment sPendlng waきdue.Buもthe crash

dr寄matlc811yaffectedthesepeople'epropenきltytolnvest alongw吊h

thelrp「c)PenSltytospende鉦avagantly.Fo「冊sr`e8SOn,theCrashof

1929wouldlndeed have acted to push the economy towards∴60me fomof`

「eceeslon.

(11)The bad corporate st「uCtu「e.The craze t。Om§ha「e§Wlth

、・borrowedmoneyhadled to a pr011fe「atlon of holdlngcomp8nies∴and

lnves七ment truste th8t borrowedln orde「to purchase the8Ctu8l

-27-

ー

l

萄

“

」

“

裏

可

↓

洩

種

目

「

i

-

i

」

1

i

.

.

.

「

i

　

」

l

“

-

-

1



operatln8COmPanle8・Theseh01ding companieE;∴andlnvestmen=r`uStS

could be omed by other such compan士es・fur`′bher`inc「easlng the gear`ing

effec七.These companies hoped to pay back thelnterest on their bonds

wlth the antlcIpated dlvldends fr.0mthe ope畦tlng companles・As七he

edlface s七r亀lned afterlg291P「eSSure WaS Put On the operatlng

conpanles to release their`PrOfl七as dlv士dend r`ather than to re-lnvest.

The resul七was a sharp defla七士onininves七mi巳n七・reduclng七he ea「nings

and dividends of companies that rev01ved aroundlnvestmen七・As

lncreasingly)1ncome became earmarked f`or`d巳b七r`eP急yment'　a reVerSe

leverage effect worked to devastate thewh0le cor`POr`ate Str`uCture・

(111)The bad banking strucure.Thelar`ge nunber`Oflndependent units

led t08C)melnevltable fa士lures・These tr`anSm持ted a wamlng to people

wlth other b8nkさto go and ask for thelr money.Thus one f亀llure had

led to o七her`fallur`eS,and these had spread w工th a d。mlno effec七・

2)Economlc p011clesln thelate twentles and early thir七les

The economlc pollcies of th士s tlme,aCCOr`dlng七。Calbral七h・Pr.0Ved to

be almoき七unlquly perverse(Ref F5)・R亀ther thanattemp=o think out

theproblemanew,anunthlnklngbellefinlsoundmoneyl cameto

d。minate.True,unSOundmoney had fue11ed the specula七lve rlse tha七was

nowseen as the precursor Of the crash.Bu七theproblenn。W,WaSnOt tO

prevent ac「ash.Ra七her,theproblemwaきtoprevent adepression・・丁Ile

・soundmoney'p011cyledtostralt-壇cke七fiscalandmonetar`y POl土cles・

Abalanced budge七was caned for.Asthebudget wasalready fa「Out Of

balance-　thls mean七inc「easesln taxes,a∴reductionln呂Pending'　Or

both,Fears oflnflation were also stre§Sed a旺houghln七hese years

19310r1932,the d亀n呂er Of a b。Omin prlces was nll・But a fear of

inf工atlon ac七ually reinforced the dem8nds for a balanced budget.工t

alsol皿ted any efforte tomakeinteres七rateSlowandcredlt and

borrowlnga§ea轡yasPO8Sibleunderthecircums七ances・Inshor一∴ust

whenthe economic sys七emneededsome transfuslonof money to compenきate

for七heabruptloss ofllquldity brought abou七by the⊂raSh,eCOnOmic

p01icy hadconcentra七edltself to∫urther∴Cho鵬七hesys七emls flnances・

The-st「alt「acket'men七allty was also effectiveln bringlng to an end

the foreignlendlngbywhichAmerlc鼠mln七8ln包da tradesurplus・This'

1npa冊cul患r'hur七farmers・Andanyatte叩t byother`COmtrlesto
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皿alntaln thelr purch亀seき0f Ame「ican g○○ds bylncreaslng thelr.exp。「tS

to Amer`ica was ellminated when Amerlca,きCongress chose to shar.ply

lncre8Seltさlmport tarrlfs・lSound moneyi was the equivalent of

shuttlng七he stable-door∴after the horse had boIted:1t en8ured that

the horきe WOuldn-t flndlts way backinto the stable-

Thelmportant conclusion by Galbraithie that the cr`aSh of1929was not

ofitself responき1ble for the depreeslon that f0110Wed.He wrote'lHad

the ec°nOIny been fundamentally s。undin1929the effect of the great

s七ock ma「ke七cr.鼠sh mlght have been small・Al七er`natlvely,the shock to

confidence and theloss of spendlng by those who were caugh七1n the

market mlght s0On have worn offI〈Ref F6)・

For`tuna七elyl the abovelessons were notlost t01987・Lest the finance

mlnlsters∴亀nd central banke「s needed any remlnder)thel11quidityI

requlrement was∴SWlf七ly and emphatlcally emphas彊ed by the financial

communlty〈Refs FT201FT25,EC7,IC3一,for example)・The otherwIse

def`latl。nar`y effect of the dropln share prlces was descrlbedln the

edltorlal ar.ticle of the Fin@nCial Tlmes on21st Octobe「:fl「st)a

sharp reductionln flnandal wealth and,COr`reSPOnd土ngly,a11kely

reductlonln consumption expenditur`e:SeCOnd・8Slmilar`def`la七lonary

effec七　onlnvee七men七,bec寄uSe。f thelncrea8ed c。St Of equl七y finance;

and七hlrd,SOmelns01vencles among those engagedin flnanclal markets・

Thls tlme around'1t seemed-　these thlngs wer`e be七ter underst○○d・

Almost aslf七〇compensate for the mis-managemen七〇f the193Os'

Ame「lc8.S Feder`al Reser`Ve aC七ed decIsively:

Aき∴We have seen,eVen before the market80Pened on Tuesday2O七h・Mr

Alan Green8Panl the Chairman of the U.S.Feder`8工Reeerve,hadissued a

s七atement aBSu「lng the markets tha七it was r`e8dy to pump m。neyinto the

U.S.economy・The Federal Reservels Funds rate fe11to6percent from a

h18h of7・5percent七he p「evious week(Ref FT24.)・The Bundesbank

ret「e8ted onlts pr`e-CraSh riseinin七erest rates〈October`14th)by

flxing a mar81n鼠11ylowerlnterest rate onits∴rePu「Chase pact・andlt

re-afflrmedlts abs0lute c°rmlt鵬nt to Februaryls Louvre8CCO「d.The

G「oup of Seven countrleslndlcated that e8Ch would act to en§ure th@t

the「e was sufflcientllquidi七yin thelr`flnanclal mar`ke七s,and thls,We

have6een,had contrlbuted to急8eneral downward trendinlnte「es七
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