
C
onfusion dominated the world economy
as 1933 emerged.  Much of the miscon-

ceptions of the Great Depression were
propagated by the campaign of 1932 and the
false accusations hurled at Hoover by
Roosevelt.  In every political campaign the
participating parties usually attack their op-
ponents with statements that are less than
true.  One of the dangers to society as a
whole resulting from this type of political
behavior is the tendency to influence the
minds of the populace to such an extent that
their ideas and concepts become changed
and distorted thereby endangering future
economic progress.

 The Presidential elections of 1932 was by
far the most dramatic influential event from
the political economic perspective within
the entire post 1929 era.  The blame for the
Depression as placed upon the shoulders of
Hoover changed and shaped the public per-
spective of the political system from then
on.  The Republicans were marked as the
party for the rich and the Democrats
emerged clad in shining armour as the de-
fender of the poor and working class.  It was
in fact many of the Democratic statements

during this period which strengthened the
communistic movement within the United
States.  I should point out that the Demo-
crats were not outright supporting commu-
nism, but their political attacks on the
Republican party as supporting the rich
who had speculated forcing the entire world
into depression with the collapse in the
stock market made lovely ammunition for
the communist as well.

 In the decades that followed, the infra-
structure of the political economy within
the United States grew ever more closer to
the socialistic ideals which characterized
the "New Deal" as building society from the
bottom up rather than from the top down.
Spending programs began to drift toward
social programs and the very direction of
the political economy of the United States
had been changed from a small less obtru-
sive form of government to a highly in-
volved government structure. This was in
many ways accompanied by shifting the
blame for the Depression on the Republi-
can party and the wealthy class within the
American society.  Despite the fact that this
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was wrong, the populace bought the idea
and was eager to pin the blame on someone.

 It was therefore this misguided blame for
the Great Depression upon the stock mar-
ket and the Republican party which actually
altered the decades that followed. The
thinking process which once drove the
stock market higher or lower began to alter
and transform into a distinctly different
method of fundamental analysis.  The in-
tentional misdirection of the causes of the
Great Depression would serve as the basis
for the very same errors and problems
which would return following World War II.
Competitive devaluations, trade wars, anti-
trust actions, all emerged with an uncanny
sense of deja vu.  Without honestly assess-
ing the blame for the Depression on inter-
national problems of trade and fiscal
irresponsibility, those very same errors
would be made once again.

 The accusations which Hoover had made
against Roosevelt in regard to his position
on the gold standard were perhaps dis-
missed by the Democratic party prior to the

elections, but following them Hoover’s
warnings had become crystal clear reality.
The massive population within the United
States was largely uninformed of the true
causes of the Depression.  They did not
grasp the idea or concepts which were at
stake during the elections.  As a result,
ironically it was the poor and the middle
class who were now about to suffer the
lion’s share of the hardships dealt by the
worst banking crisis in all modern history.
Its causes would stem from the very con-
cepts of money and the gold standard itself.
The general population did not understand
the full impact of what would be termed
"currency inflation" but by the end of 1933
there would be few Americans who did not
understand the role that gold would play in
this new economic tragedy.

 The most serious problems resulting from
Roosevelt’s statements began to arise over
his position on currency.  He had made sev-
eral vague statements in reference to a
"managed currency" but distinctly omitted
the word "gold."  On the eve before the
elections, pressure from many sectors de-
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manded that Roosevelt clarify his position.
He did.  He pledged that he would not
abandon the gold standard and inferred
that concerns in that respect were not war-
ranted.

 Upon winning the election, his secret poli-
cies immediately began to emerge, casting
devastating doubt upon the future, and ru-
mors began to spread like wildfire that a
devaluation was in the wind.  The Demo-
cratic party had long been a symbol of "soft
money."  The 1890s were long remembered
as the period of the "Silver Democrats" with
William Jennings Bryan’s famous speech of
"Thou shalt not crucify mankind upon a
cross of gold."  When Hoover charged
Roosevelt with planning to abandon the
gold standard during the campaign, Senator
Glass, at Roosevelt’s request, furiously de-
nied the allegations.

 Nevertheless, following the elections,
flood of rumors began to circulate that
Roosevelt was planning a devaluation.
These rumors became so widespread that
on January 2, 1933, a distinguished group of
over 30 economists issued a public state-

ment in which they said "the gold standard
of present weight and fineness should be
unflinchingly maintained.  Agitation and
experiments would impair confidence and
retard recovery!"

 On January 4, 1933, Senators Wheeler,
Thomas and Connally all made statements
in the Senate in favour of a devaluation on
that same day in the House, Garner pushed
a resolution through in which he called for
the publication of names of all financial
institutions that had borrowed from the Re-
construction Finance Corporation.  Several
Democrats, including Green, joined the
Republicans in protesting this action.
Hoover pleaded against publishing the list
for he feared that a panic would result.

 As Hoover feared, the public began to
assume that if a bank had borrowed from
the RFC it must be in trouble.  By the end
of January 1933, 62 banks on the list were
forced to close their doors, resulting in $70
million in losses.  On February 18, Senator
Robinson introduced a bill to stop publica-
tion, but the measure was defeated.  Robin-
son pleaded personally with Roosevelt but
he insisted that "everything should be pub-
lic."  The casualties continued and by the
end of February, $200 million was lost
through banks which had been forced to
close . Cur iously enough, Rooseve lt
blocked all efforts to stop the publication of
RFC loans but immediately put a halt to
this practice when he assumed office.

 Meanwhile, the rumors of devaluation
were creating a panic in foreign exchange
and a flight from the dollar domestically as
well.  Many ran to the bank withdrawing
gold coin.  It appears that Roosevelt was
following the advice of George F. Warren, a
professor at Cornell University who con-
tended that a devaluation would artificially
create a great boom similar to the inflation-
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ary periods of the Spanish Conquest and the
huge gold and silver discoveries in the U.S.
and Australia between 1849-1860.  The the-
ory was that a devaluation would raise
prices as well as wages naturally, a devalu-
ation does raise the prices of goods since
such items seek an international level of
value among nations

 Adolph Miller at the Federal Reserve
claimed that Roosevelt had openly sug-
gested the concept of devaluation to a pri-
vate gathering of bankers in mid- January
1933. Europe was aware of the rumors but
was still baffled by them since their view
was clear, the dollar was not overvalued.
Roosevelt was described in London as a
man who "held no economic theory."  Nev-
ertheless, from the November low of $3.15,
the pound jumped to $3.43 by February, an
11.25% gain.  The smart money in the
United States was buying foreign exchange
which the masses were hoarding gold in
ever increasing quantities in the end, those
who had bought the foreign exchange prof-
ited handsomely.  But those who hoarded
gold found themselves subject to criminal
prosecution if they did not surrender their
gold holdings at the old value of $20 prior
to Roosevelt’s devaluation in January 1934,
which fixed gold at $35 per ounce.

 The situation was becoming intolerable.
No one knew what was going on and banks
were besieged by both those who were flee-
ing from the dollar as well as from the fear
of insolvency caused by the publication of
the RFC loans.  On January 23, the New
York Times urged Roosevelt to make a
statement to confirm the pledge he made
the night before his election not to abandon
the gold standard.  The New York Times
wrote:

"It is probable enough that the present
spirit of hesitancy, not only in financial mar-

kets but in general trade, is more or less
influenced by lack of such reassurance...in
numerous older similar occasions doubt
and mistrust prevailed with exceedingly bad
effect on financial sentiment, until the
President-elect took matters into his own
hands and publicly avowed his purposes.
This was notably true in the pre-inaugura-
tion period of 1885 and 1893, at both of
which junctures the maintenance of gold
payments was being discussed uneasily and
at both of which Mr. Cleveland stated so
positively and so courageously his own
views of the general problem as to remove
at once all apprehension."

 On January 30, 1933 Senator Thomas told
the Senate:

 "I am in favor of cheapening the buying
power of the American dollar if this can be
done; to the extent that the dollar is cheap-
ened, to the same extent will commodity
prices be increased."

 The rumors were further intensified by
Henry Wallace, an announced member of

The Greatest Bull Market In History

456



Roosevelt’s forthcoming cabinet, who said:
"The smart thing would be to go off the gold
standard a little further than England has."

 The same day, the Federal Reserve issued
a statement warning of the dangers of de-
valuation.  The press was besieged by all
these comments and rumors and tried to
o b t a in  a  d e fin i t ive  co m m e n t  fr o m
Roosevelt, but failed Foreign banks began
to redeem their dollars for gold, further
increasing the drain upon reserves.  The
withdrawal of gold coin from the Treasury
was approaching a crisis level. During the
last 10 days in February, $80 million in gold
coin had been withdrawn and during the
first four days in March, $200 million had
been withdrawn.  The pressure upon the
banks had become intolerable.

 Throughout early February, many of
Roosevelt’s supporters, who had not known
of his secret policies of devaluation prior to
the election began to make public state-
ments against him.  Melvin A. Traylor, the
well respected Chicago banker who had

fought Benjamin Strong was originally a
Roosevelt supporter.  He spoke out, saying
"Nothing but a declarat ion from Mr.
Roosevelt that there will be no devaluation
will save the situation from a general panic."
Bernard Baruch warned the Senate com-
mittee that the situation had become the
"most serious in history... If you start talking
about devaluation you would not have a
nickel’s worth of gold in the Reserve System
day after tomorrow."  And on February 13,
the New York Times again called upon
Roosevelt to answer these wild rumors.

 Roosevelt had left for a cruise and re-
turned on the 17th of February.  Hoover
wrote a letter advising Roosevelt of the
situation.  It read as follows:

 "A most critical situation has arisen in the
country of which I feel it is my duty to advise
you confidentially.  I am therefore taking
this course of writing you myself and send-
ing it to you through the Secret Service for
your hand direct as obviously its misplace-
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ment would only feed the fire and increase
the dangers.

 "The major difficulty is the state of the
public mind, for there is a steadily degener-
ating confidence in the future which has
reached the height of general alarm.  I am
convinced that a very early statement by you
upon two or three policies of your Admini-
stration would serve to restore confidence
and cause a resumption of the march of
recovery."

 Up to this point in time,  all talk was being
conducted through Roosevelt’s closer sup-
porters.  No word from him would deny or
confirm whether or not these rumors had
any basis in truth.  The situation continued
to degenerate on the 18th of February,
Senator Glass, who publicly had accepted
the post of Secretary of the Treasury under
Roosevelt, announced that he had refused
the post because upon meeting with Mr.
Roosevelt, the President-elect would not
provide the Senator with an assurance that
the gold standard would be maintained.
This only intensified the situation since

Senator Glass had been a strong Demo-
cratic leader in the Senate and the origina-
tor of the bill that gave birth to the Federal
Reserve.  All the press from the New York
Times on down carried the story.

 The New York Times reported on the
perspective from London:

 "The judgment of financial circles here is
that at no time in the recent economic his-
tory of America has there been greater
need than at present for a flat declaration
of a monetary policy by the new American
government.  It is believed that if the infla-
tion bogy is definitely laid by the new Ad-
ministration, the first long step toward
restoring confidence will have been taken."

The perspective from Paris was also re-
ported by the New York Times:

 "The confusion of mind on Europe’s mar-
kets concerning the future tendency of the
dollar must be ascribed to lack of informa-
tion regarding the definite intentions of the
new American government.  A declaration
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by Mr. Roosevelt declaring firm resolution
to maintain a sound currency would have an
extremely reassuring effect.  So would a
plain statement on the economic policy
which he proposes to pursue."

 On February 23, 1933, Roosevelt re-
sponded to President Hoover’s letter,
apologizing for the delay by stating that he
had overlooked it.  He gave no reply as to
his forthcoming statement.  Hoover at-
tempted to use the War Powers Act to pre-
vent capital from flowing out of the country,
but the Democrats blocked it. He at-
tempted to increase the loans to banks
through the  R F C; Senator  Couzens
blocked it.

 The full accounts of the period from a
number of sources including memoirs of
various noted individuals as well as newspa-
per editorials all attest to the intentional
political motivations of Roosevelt to allow
the situation to reach a panic level so that
he might reap the benefit of appearing as
the hero.  His actions resulted in the worst
banking crisis in the history of the United

States, all for his own personal political
gain.  The public’s withdrawal of gold as
well as foreign withdrawals were promoted
by fear of his incoming administration.  Nu-
merous speculators with knowledge of his
devaluations benefited greatly on foreign
exchange speculations.  For the average
American who lost his savings through the
unnecessary banking panic, there were no
words of consolation.

 Nevertheless, we have reviewed how
many blamed the depression prior to July
upon excessive pessimism.  It is said that the
stock market is often a leading indication
for the future of the economy.  This has
been true over various intervals largely be-
cause the movement of any market is based
upon future expectations.  Economic ex-
pansion takes place when future expecta-
tions of business conditions look to be
prosperous.

 The incidents which took place between
November 1932 and March 1933 were
clearly an anticipation of future uncertainty
and inflationary policies of a President-
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elect.  Indeed, much of the excessive de-
cline in the stock market and in economic
activity had a lot to do with the motions of
the time.  It was a depression of not merely
price, but of attitudes and human emotions
as well.  This is what made the depression
so "Great."

 The stock market had peaked on the holi-
day cycle following Labor Day.  It fell
sharply reaching its lowest close following
the elections in November.  December
hovered near the November low and then a
rally developed on very low volume into
early January.  But as rumors spread during
early January, the stock market began to
fall.  The flight from the dollar sparked nu-
merous Europeans to dump their holdings,
which forced the Dow Jones Industrials
down from 62 to 50 moving into February
1933. Volume dropped to its lowest point in
the history of the collapse during the early
January rally which was perhaps a warning
that February was going to drop sharply.

 Of course, when Roosevelt assumed of-
fice on March 4, he declared a banking
moratorium enacting the War Powers Act
which he had prevented Hoover from using,
claiming that the power had been taken
away with the repeal of that law after World
War I.  The stock market and the banks
remained closed.  The stock market re-
opened on the 15th of March.  The market
opened higher initially near the 62 level but
fell back to 56 for the end of the month.
Volume increased to 23 million shares
which was substantial considering it had
only been open for two weeks.

 In April, 1933, Time magazine reported
the various consensuses of opinions as the
market began to reverse to the upside.

 "HOPES.  Faith in better business condi-
t ions rested chiefly on the following
ground:

 Reopening of some 13,500 U.S. banks
(75%) provided a broad enough credit base
for commercial operations.  The closing of
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weak banks makes that base much firmer
than before.

 Prospective balancing of the U.S. Budget
means that the Government’s credit should
remain absolutely sound.

 The Federal Reserve’s gold holdings in-
creased $327 million.

 "Beer promises new profits not only to
breweries (average brewery stocks rose
nearly 50%), but to motor companies
(manufacturing delivery trucks), to farmers
(who grow barley and hops), to vendors of
labels, bottles, bottle caps, advertising.
Ownes-Illinois Glass Co. reported that or-
ders for 62 million beer bottles had been
received in the last month.  Restaurants and
hotels look for more profits when they can
sell.

"DOUBTS:   Businessmen looking ahead
saw, however, these obstacles which must
be overcome before recovery gets into full
swing.

 Healthy though it is to have weak banks
cut out of the banking system, if 15% or
20% of the banks are liquidated it means
that depositors will have to pocket losses of
hundreds of millions of dollars.  In liquida-
tion, National Banks average only about
67% payment to depositors, state banks
considerably less.  Furthermore, while the
Federal authorities appear to have been
fairly rigorous in weeding out weak banks,
there are no doubt cases on non-member
state banks opened by local authorities who
for political reasons were more lenient than
they should have been.

 It remains to be seen whether the Admini-
stration’s efforts will have any effect on re-
storing farm prosperity.  Unless nature or
government succeeds in restricting next

year’s crops, the farm surpluses bid fair to
stay.

 Many railroads must soon face reorgani-
zation.

 There will have to be a readjustment of
many mortgages, urban as well as rural. Last
week in ever radical North Dakota, Gover-
nor Langer ordered the militia to prevent
foreclosures where sheriffs disregarded his
orders.

 The bond and mortgage situations must
be cleared up for the benefit of life insur-
ance companies."

 The stock market continued to press
higher but confusion began to increase.
Those who were bullish and looking for a
balanced budget began to take profits on
the April rally as rumors and perceptions
began to change.  The very fabric of analysis
was under siege by forces which had not
been disclosed prior to the elections.  Many
thought that Hoover was merely making up
stor ies and unwarranted accusat ions
against Roosevelt in respect to his "soft
money" attitude.  That was political hype,
they thought; Roosevelt wouldn’t conceive
of an unbalanced budget.  But this gave way
to the reality of events and by mid-April,
inflation was crowned to be the next savior
of world doom.  Arguments became fierce.
Europeans became fr ightened.  Many
viewed that inflation in commodity prices
would bring a great bull market as it had in
1907 and 1919.  But this time they were
getting in on the ground floor.  Who cared
if the budget was balanced?  Corporate
profits would rise and government would
simply float bonds to finance the entire
spectacle.  Why not buy and buy more?
Those who were bearish in March turned
bullish in April and the confusion was lead-
ing to insanity.
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 Strange as it may sound, markets ex-
ploded during April on the news of inflation
of all things.  On the 17th of April, Time
magazine reported on the situation:

              "GREAT ANTICIPATIONS"

 "Last week wheat had its first whirl on the
Chicago Board of Trade since the excite-
ment when that market opened after the
bank holiday.  Spot wheat touched 63 cents,
up 5 cents for the week.

 Last week corn had a whirl.  Spot corn
touched 35 cents (up 5 cents).

 Last Week rye had a whirl.  Spot rye
touched 50 cents (up 6 cents).

 "Last week Board of Trade seats touched
$7,000 (up $2,000) and the Board of Trade
began again to feel as if springtime were the
only pretty ring time. Trader Thomas How-
ell was seen several times upon the floor
contrary to his custom. Arthur Cutten was

reported active.  Oldtime Trader Gardner
B. Van Ness was home from Manhattan.
Herbert J. Blum, long inactive, was re-
ported once more functioning.  Jesse Liver-
more was back in Chicago with his new wife
and reported bullish on corn.

 "The end of depressions, the beginning of
inflations are marked by rising commodity
prices.  Many a depressed trader began to
take heart last week.  Other commodities
were on the mend.  Sugar was up.  Surpluses
of sugar and wheat both reported down.
Copper was up on news that U.S. mines
were preparing for a six month complete
shutdown.

 "Stocks took their cue from commodities,
mounted moderately led by such compa-
nies as American Sugar (in hope of sugar
recovery).  Homestake Mine (bigger prof-
its in gold if the dollar is devalued).  Corn
Products (in hope of corn recovery).

 "Many such boomlets had been off and on
during the Depression.  Traders looked for
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profit-taking, some of which took place.
But in last week’s bullishness there was
more than a mere hope because prices and
indices had shown a little upturn.  There
was the beginning of the attitude: what now
if not inflation? Either inflation because
commodity prices would be turned upward
by natural and governmental stimuli; or in-
flation because the Government is commit-
ted to spending billions, must float bond
issues to reopen banks, save mortgagors,
provide relief and a dozen other costly en-
terprises.  Or inflation because Govern-
ment might reduce the gold content of the
dollar.  Or simply inflation in expectation of
inflation.  Inflation or inflation or inflation.
What other alternative?"

 Here Time magazine reported several
very important aspects as to how people
viewed the situation.  Today so many people
hold the view that the stock market is not
supposed to do well during inflationary pe-
riods.  As we continue, I will show that such
concepts have emerged only because of
government’s preoccupation with and har-
assment of the free market system which
focused very closely upon the commodities
and stock exchanges as a direct result of the
Great Depression.  This is no small state-
ment; I am fully aware of that.  But we will
read further on how the government simply
said it was against the law to trade below a
previous low or sell a stock short on a down
tick.

 First, notice how the inflationary concept
was viewed to be bullish.  It was well re-
membered that the booms in 1907 and 1919
were inflationary periods, particularly pro-
nounced in raw materials.  Analysts real-
ized one thing.  All per iods of great
expansion and thus corporate profit were
periods of inflation which were marked by
rising interest rates as the bid for capital
drove rates higher, just as stocks rose with

continual bidding as demand increased.
They realized that steady or recessionary to
depressionary periods were not periods
when stocks rose but instead declined.
Such periods were marked by declining in-
terest rates as demand for capital declined
along with economic activity and thus ex-
pansion.

 This is very important to understand.  We
today no longer look at rates of interest in
this way.  We have been conditioned to view
interest rates in light of government harass-
ment rather than in light of a free market
from its economic prospects.  Some will ar-
gue with this statement, but consider how
much attention is paid to money supply and
expectations of Fed actions because of such
movements.  we turn bullish because we
expect a discount rate cut or we turn bearish
because money supply rose and thus the
Fed might tighten.

 There is something seriously wrong here.
Prior to Roosevelt, government was NOT
the big brother and as a result its tentacles
were less intrusive and less costly. There-
fore, the private sector was the dominant
sector.  If interest rates rose, it was because
demand within the private sector was rising.
But beginning with Roosevelt, the balance
between government and the private sector
changed.  As it changed, so did the relation-
ship to some extent.  Today we can have the
private sector decline through a recession
and interest rates would not drop back dras-
tically between 6% to 1% as they did during
this time frame.  This is because govern-
ment is a much larger part of the system
since Roosevelt.  This has distorted the per-
ception as to when the market should liter-
ally explode to the upside.

 We find modern analysis bearish during
inflationary periods largely out of fear of
government intervention when in reality it
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should be bullish.  Economies only expand
with inflation.  They contract during defla-
tion.  In one aspect, inflation is a process
where the public raises its demand for prod-
ucts, thus bidding the price for those prod-
u ct s h igh e r .  Th e r e fo r e , e co n o m ic
expansion takes place when such periods
exist.  Companies hire more workers to in-
crease production to meet demand.

 In the post-Roosevelt era, inflation be-
came institutionalized by governmental
forces apart from private demand.  The
benefits of increasing government spend-
ing to spark this inflationary demand
greatly diminish because the aftereffect
leaves high debt which must still eventually
be repaid.  That in turn prompts taxation to
rise, and in the end government comes back
to the private sector to repay the outstand-
ing debt.  The next cycle diminishes be-
cause more is being extracted from the
private sector reducing future potential for
expansionary waves.  Thus, the free market
system can continue to raise tax burdens to
the point that it might as well become a
communistic state where net wages are

drastically reduced and productivity there-
fore declines through lack of worker incen-
tive.

 You will also recall that during the bull
market of the 1920s many times the com-
ments referred to the fact that money re-
mained cheap and there was no appreciable
sign of inflation.  The reason for this confu-
sion was twofold.  First, the central bank
conspiracy was seeking to influence foreign
exchange by artificially maintaining lower
rates which merely served to drive capital
to where rates were higher.  They had
hoped that was going to be Europe to re-
lieve their credit crisis.  However, this also
drove much capital into the stock market
where it was seeking the higher level of
dividend payments.  Second, the raw mate-
rials were declining but the finished prod-
ucts were rising in price.  The lack of
monitoring inflation in a sophisticated
manner led to this misconception.  Inflation
in finished products had risen significantly
but primarily between 1927 and 1929. Dia-
monds and luxury items, as well as the real
estate boom, were all side effects of the
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inflation that took place in the mark-up of
finished products versus purely the raw ma-
terials.  Time magazine reported as follows:

 "While inflationary psychology was thus
getting a start, it was abetted by talk of
cutting the gold content of the dollar.  Presi-
dent Roosevelt had finally issued an execu-
t ive order under power given him by
Congress in the emergency banking act, or-
dering all holders of gold to turn it in to the
Government by May 1 or take the penalty.
What else did this mean except that the
Government was gathering in all the gold
preparatory to melting it into smaller dol-
lars?  Or it might mean that Government
wanted to gather up the maximum amount
of gold to back the present dollar and per-
mit release of earmarked gold of foreign
nations."

 In May, when interest on U.S. gold bonds
was due, traditionally these issues called for
interest to be paid in gold for the lender had
len t  go ld , no t  pape r . Neve r the less,
Roosevelt broke the "covenant" as many

screamed about receiving their interest in
paper dollars.  The Commercial & Finan-
cial Chronicle addressed the issue quite se-
r iously sta t ing, "The  U n ited  Sta tes
Government has taken a step backward
into the darkness of the Middle Ages!"

 Many people were very confused.  They
assumed that Roosevelt’s recall of gold was
intended to reissue gold coins with less
weight and that would be the so- called
devaluation.  But when the May deadline
for turning in the gold coins had passed and
government gold bond holders were not
being paid their traditional interest in gold,
concerns began to crop up.  Nevertheless,
commodities continued to rise with copper
reaching 7 cents per pound, up from 5 cents
in January. Legitimate shortages were in
effect taking place.  Many of the curtail-
ments in 1932 were now turning up as pro-
jections for 1933 had been overstated.  In
May, the Farm Board had sold its last 8
million pounds of cotton on the futures ex-
changes and cotton rallied to 9 cents.
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 The Federal Reserve’s index on depart-
ment store sales for April 1933 illustrated a
9% decline from April 1932.  The first four
months combined expressed a decline of
22%.  April had at least begun to improve
to some degree since the bank holiday but
retail sales were still sharply lower com-
pared to 1932 levels.

 Commodities and stocks were still rising
sharply in response to the anticipated infla-
tion from one way or another.  During early
June the news finally hit.  The President was
not going to cut the gold content of the
dollar but eliminate the gold clause from
public and private contracts.  "Speculators
gave a mighty heave that shot prices to the
best levels in two years.  As the public
rushed to buy and buy and buy, transactions
on the New York Stock Exchange swelled
to an all- time Saturday record for a bull
market -4,300,000 shares.  Only once had
that figure been exceeded - in the bear
market of May 1930.  At the end of the two-
hour session, the new high-speed ticker was
41 minutes behind the floor," reported
Time magazine on June 5, 1933.  Com-

modities rallied to their highest level since
the inflation boom began.

 The Dow Jones Industrials had stormed
virtually straight up since the February low.
The industrials rallied from 50 points to
slightly below the 100 level, closing near the
high in June.  Confusion over exactly what
Roosevelt was doing persisted.  Many as-
sumed that only the gold clauses were being
eliminated and had no conception that they
had seen their last gold coin.

 Another factor that emerged during June
was the new Securities Act of 1933, which
was written by Professor Felix Frankfurter
who was Harvard’s top man. Lawyers were
desperately trying to find a loophole, but
there was none to be found.  This man was
the best.  He taught his pupils how to take
apart laws and get around them. He knew
how to do it and as such was the perfect man
for the job.  His Securities Act of 1933 had
a very serious impact.  Essentially it stated
that if any "material" fact is misstated or if
any "material" fact is omitted, each director
is held personally liable for the loss in-
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curred by a buyer of the security.  Few law-
yers were prepared to advise their clients
that they could go ahead and offer any se-
curity.  This led many to speculate that a
shortage of stocks might develop.

 The market continued to press higher into
July, reaching very close to the 110 level.
But then suddenly, the industrials collapsed
hard, closing the month near the low back
at 90 on the Dow Jones Index.  The new
Securities Act applied to new issues as well
as the buying and selling of securities that
were already on the market.  A debate natu-
rally ensued.  This was not the reason for
what became known as the July Crash, but
it played at least a part during the summer
of ’33.

 The volume for June 1933 was 125 million
shares, the largest on record with the excep-
tion of October 1929.  Between May and
June the combined total was 230 million
shares.  The "wet" issues were clearly the
biggest movers.  In July the demand for this
group had become so great that the ex-
change raised the margin requirement to
60% on the "wet" issues only.  But the news
which had all along driven this group up was
that issue.  The Feds left each state to de-
cide for itself.  The states that everyone was
waiting for were in the South when the
Southern States voted for repeal, the good
news was out.  The very next day the Crash
of July 1933 began and the "wet" stocks led
the way down.  Along with them, the grains
in Chicago tumbled.  That day 7 million
shares traded hands.  Stops after stops were
elected and the broad market fell 20% by
the end of the month while many of the
"wet" issues fell much more.  The 20% drop
didn’t take long.  It was all over in three
days!  The Dow Jones Industrials had fallen
19.96 points in just three days!

 The market would have fallen much fur-
ther during the summer of 1933 if it were
not for new rules that the government im-
posed upon the various exchanges.  Time
magazine reported on the 7th of August
"Banned from the pit forever were all deal-
ings in indemnities (options on grain fu-
tures contracts generally regarded as pure
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gambling)."  The markets were also "forbid-
den" to trade below the July low. Time
magazine reported upon the effects of this
measure on the 14th of August:

 "The great exchanges of the U.S. last week
lacked natural stimulants.  On the Chicago
Board of Trade the energy building grains,
limited not only to 4 cent and 3 cent daily
fluctuations, but also forbidden (by a rule
good until August 15) to fall below their
July 31 closing levels, floundered ineffectu-
ally...From similar listlessness, begotten
partly by regulation, Manhattan’s Stock Ex-
change was saved by the outside stimulants.
Following pricking of the speculative bub-
ble three weeks ago, the Senate’s busy
Prosecutor Ferdinand Pecora called on Ex-
change President Whitney, told him specu-
lation must be curbed.  Last week the
Exchange announced two new rules: 1) bro-
kers must report weekly to the Exchange all
that they know of the operations of pools
and syndicates; 2) traders with debit bal-
ances of over $5,000 must maintain margins
equal to 30% of the debit balance; those
with debit balances less than $5,000 must

maintain a margin equal to 50% of the debit
balance.  Calculated the ordinary way, the
proportion of a trader’s equity to the total
value of the stocks in his account, the mar-
gins now required to 23% and 33%. Exam-
ple: if a man buys $1,500 worth of stock and
gives his broker $500, he is said to have put
up a 33% margin.  However, his debit bal-
ance is $1.000, of which $500 is 50% ade-
quate margin under the new Exchange
rules."

 The market interest declined consider-
ably.  Faced with limits, increased margins,
but worst of all investigation if you hap-
pened to make money on the short side, the
only safe way to play the markets was from
the long side.

 The Administration therefore intervened
or simply forbid the market to trade below
the July low.  It was as simple as that.  How
could they do such a thing?  Well as impos-
sible or as outrageous as it might sound, that
is what happened. Nonetheless, they did it
and the market churned back and forth.
The traders themselves withdrew from the
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market and liquidity shrunk.  The rule was
rescinded on August 15 but other measures
were taken to support prices.  Time maga-
zine reported on the issue again in its Au-
gust 28, 1933 edition:

            "SQUARE PEGS & ROUND PITS"

 "Three weeks ago Chicago’s Board of
Trade instigated by Washington, set a tem-
porary level below which grain future prices
would not be allowed to sink. Last week
that artificial floor was removed.  Prices
which had been bobbing along on the rule
l ike  ba l loons without  l i ft ing power
promptly dropped the maximum amounts
permitted in one day’s trading.  Great was
the hullabaloo.

 "Representative Jones of Texas and Sena-
tor Smith of South Carolina promptly
swung inflationist thunderbolts about their
head again.  Letters and telegrams poured

into Washington demanding that the Gov-
ernment re-peg prices.

 "No such action was taken.  Next morning
the grain pits reopened and prices promptly
dropped and bounced.  They mounted rap-
idly and closed with substantial gains for the
day.  Thereafter they swung up and down,
but neither sudden disaster nor abrupt
boom followed.

 "Contributory cause that certainly helped
to steady the market was that, as the peg was
removed, Secretary Wallace began to talk
of the subsidizing of export of 50,000,000
bushels of wheat from the Pacific-North-
west, and of raising the wheat processing tax
to pay for the subsidy.  The Secretary of
Agriculture has power to fix processing
taxes at an amount equal to the difference
between current prices and the average
price 188 cents) for 1909-1914.  The present
tax of 30 cents a bushel represented that
difference on June 15.  For several weeks
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wheat prices have been about 88 cents but
the tax continues.  But the processing tax
can be increased only if wheat prices fall
below the June 15 level.

 "The threat of subsidized exports may
have been partly intended to support the
market.  It served also as a club over the
conference of wheat producing nations
which met again this week in London to try
to agree on crop restriction.  What one na-
tion calls ‘subsidizing exports’ other nations
call ‘dumping.’  He proposed, however, to
dump wheat in the Orient thereby cutting
into the exports of Canada and Australia to
those markets.

 "Not according to the Golden Rule was
Secretary Wallace’s dumping threat for the
U.S.  Not only has a law against foreigners
dumping in the U.S., but even when the
Secretary made his announcement the
Treasury Department was considering for-
bidding imports of steel from Germany,
tennis shoes, electric light bulbs and cal-
cium carbide from Japan, stearic acid and
thumb tacks from Holland, rock salt from

Canada, woven wire fencing, sulphide pa-
per and binder twine from England, all on
the grounds of dumping."

 As a result of the processing tax and jaw-
boning, the Administration was able to fix a
cement foundation near the lows estab-
lished by the crash of July 1933. Despite
cries of "foul" from other nations, the Ad-
ministration was clearly prepared to bend
any law and impose whatever it deemed
necessary to shape and mold the situation
as it saw fit.  Many such moves were un-
doubtedly questionable on a constitution
basis, yet they went unchallenged.

 Roosevelt’s moves were creating havoc in
all markets which was especially reflected
with the foreign exchange.  The inflationists
continued to muddle into every aspect of
the economy, launching investigation after
investigation.  The power industry was
deemed to be a public utility and the price
fixing attempts continued.  These measures
seemed to become a kind of crusade bent
upon tearing down the very fabric of the
free society and moving dangerously closer
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toward the idealistic goals of socialism and
communism itself.

 The group of Roosevelt’s advisors became
known as the Brain Trust.  In a letter to the
editor of the Wall Street Journal, I found
this interesting note of personal expression
which was published on the 17th of October
1933:

 "Perhaps an old fashioned turn of mind
has made it impossible for the writer to
follow the Brain Trust advocacy of price
boasting.  Not only has he read no convinc-
ing exposition but he has heard none.
Rather it has seemed as if prices ought to
be let alone unless we have gone Soviet and
the price of everything from birth to burial
is to be government regulated as in the
public utility field; and if such widespread
regulation awaits, we have a good sample in
the case of the railroads (they have been
regulated longer than other utilities) fully
illustrating the conflicts; huge costs forming
a burden on both taxpayer and user and the
consequences if it be assumed, as the Brain
Trust apparently does, the task can be ac-
complished there comes the question, Will
it be worth all the grief entailed to arrive at
that point?"

 In the September 11, 1933 edition of Time
magazine, we find the following commen-
tary in respect to the Administration’s poli-
cies which affected the  gold mining
industry.  Many investors had been buying
the gold mining stocks believing that gold
was going to rise as a result of the inflation-
ist policies.  Time reported on the situation
as follows:

 "Because the world is round, what is right
side up in the U.S. is upside down to China.
Because of the geography of economics,
gold miners like Chinese, are upside down
compared to other men.  Most business-

men worry about what price they will get for
their product, but in normal times gold min-
ers never worry, since an ounce of gold is
(normally) the ‘makings’ of $20.67, the
price they can get for their output never
varies a penny.  If other prices go up, other
men are apt to profit, but for the gold miner
that means only higher costs (no bigger in-
come) and consequently smaller profits.

 "Last March when Franklin Roosevelt
ruled that money was not gold, he broke the
old equation; $20.67 would no longer buy
an ounce of gold.  He cheapened the dollar
to make prices go up to let businessmen
profit.  But he did not break the equation so
far as gold miners were concerned.  He
would not let them sell their gold to anyone
except the U.S. Government and the Gov-
ernment would pay only $20.67.  Gold min-
ers were out of luck - their costs mounted
but the price of their product remained the
same."

 This situation had become intolerable and
grossly unfair to the gold mines.  The costs
were rising rapidly.  The mere cost of living
had jumped 9%  since March of 1933.
Therefore, Roosevelt decided to allow the
gold mines to deliver their product to the
Federal Reserve and the Fed would sell
gold to foreign buyers at the world price.
This tended to export inflation to other na-
tions, such as France, that had remained on
the gold standard.  At the same time, this
meant that gold was a commodity in that
respect and the proceeds were then cred-
ited to the trade balance.  The annual U.S.
production was about 2.5 million ounces so
this would add approximately $75 million to
this economic statistic which previously had
not been included.

 However, along with that decision came a
harsh rule as well.  It had been estimated
that $500 million in gold coin had not been
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returned to the government as the edict had
demanded back in May.  The Attorney
General was then armed with another new
law.  Roosevelt could not declare it to be
illegal outright to own gold since that would
have been a flagrant violation of the Con-
stitution.  So he took another approach
which the courts ruled permissible.  It was
thereby ordered that all U.S. citizens file a
report to declare how much gold they held.
Failure to file the report carried a $10,000
fine or ten years in jail.  So technically it was
not illegal to hoard the gold, it was just
illegal not to tell the Government that you
were holding it.  This was merely one exam-
ple of the sumptuary laws which were being
implemented through the clever tactics of
switching a few words here and there to
circumvent the true liberties which had
been originally granted by the Constitution.

 Although the free press in many cases was
hard at work trying to protect the rights of
the nation, it was a losing battle.  Reprinted
here is an advertisement which the New
York Herald Tribune took out in the Wall
Street Journal.  This was one of eight adver-

tisements in which the Tribune took upon
itself to stand up and fight back.  The head-
line "Time To Fight" was well taken.  The
biggest crime perpetrated upon the nation
was that the people voted for a man who
had not revealed his true intentions of how
his "New Deal" was going to achieve its
goals.

 As October emerged, the dollar contin-
ued to decline sharply on foreign exchange
markets.  The commodities and the stocks
were still bouncing off of support but losing
their strength from one bounce to the next.
In October, the Dow Jones Industrials
dipped below the July low by 1 point and
then quickly scooted up as to not bring
down the wrath of the demigods of Wash-
ington.  The Senate’s probe into the stock
market continued and investigations con-
tinued in an ever increasing scope.  Those
it questioned, it delved into whatever areas
it could and then hauled people off for in-
come taxes or whatever violation of law it
could muster up.  To refuse to appear meant
imprisonment.  It was indeed a Spanish in-
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quisition and its probe became known as
the "book of revelations."

 Now the battle to stem the collapse of the
dollar came to the forefront during Octo-
ber.  Time magazine reported on the flight
from the dollar in its September 25, 1933
edition.

               "FLOWN DOLLARS"

 "Dollars sank last week to the lowest level
since the U.S. quit the gold standard, 63
cents.  Because President Roosevelt had
not yet seen fit to devalue the dollar, the
price is determined by supply and demand
in international exchange.  And because
the U.S. has a favorable trade balance, de-
mand is normally greater than supply.
Whence the dollar flood has eaten away 35
cents of every 100 cents in each U.S. dollar
since last April.  Continental money-chang-
ers, canniest of whom are reputed to be ‘the
Greeks,’ delight in selling dollars short, but
bankers know that accounted for only a
fraction of the drop.  Last week from the
British Commonwealth Relations Confer-

ence in Toronto came confirmation of what
Wall Street has long suspected; that U.S.
citizens have exported their dollars by the
hundreds of millions.

 "‘One of our problems,’ droned Viscount
Cecil of Chelwood, chairman of Britain’s
delegation, ‘is the flood of unwanted money
that is pouring into our banks.  These funds,
deposited in the main by U.S. investors, are
subject to withdrawal at 24- hour notice and
are of little or no value, though it has not yet
been discovered how to get rid of them.’

 "Standard Statistics Co., Inc., world’s larg-
e st  f igu r e  fa ct o r y,  e st im a t e d  t h a t
$1,000,000,000 had flown the Atlantic, the
bulk of it to London.  France, whose tie to
gold is none too secure, has received little,
but Holland and Switzerland have been
drowned in dollars.  Unlike exports of gold
which is strictly banned (for private citi-
zens) the flight from the dollar has been
quiet ly encouraged by Washington; it
pushed down the price without requiring
devaluation by Presidential decree."
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 On October 11, 1933, the Wall Street
Journal reported on this new battle against
the short positions in the dollar.

   "U.S. STRIKES AT DOLLAR SHORTS"

 "For the past two weeks there have been
growing indications that the federal govern-
ment is tightening its grip on the foreign
exchange control or official intervention
such as is practiced by the British Exchange
Equalization Fund but the market is con-
vinced, nevertheless, that hitherto uncon-
trolled fluctuations in dollars exchange.

 "Thus far it has taken the form of a tight-
ening of the control with regard to ‘swaps’
in the futures market.  This is a blow aimed
directly at the foreign speculator who has
been maintaining an open short account in
dollars in the belief that the American unit
is headed for still lower levels in the world’s
markets.

 "Up until present, the foreign speculator,
operating abroad has maintained his short
position by ‘swapping’ contracts which are
falling due for other contracts, say 90 days
away.  For example, if dollars had been sold
for October 15 delivery, at the approach of
that date October 15 would be bought and
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January 15 dollars sold against them.  This
produces a temporary demand for spot dol-
lar exchange but the continued pressure on
the forward market is depressing influences
on the rate. The ‘swap’ really amounts to
borrowing of dollars for speculative pur-
poses.

 "Permission is being granted to execute
‘swaps’ when it is shown that they are based
on legitimate commercial needs.  For ex-
ample, if a shipment of goods has been
delayed in delivery, it may be necessary to
extend the exchange position until the
goods are delivered and the exchange con-
tract settled.  No difficulty is experienced in
obtaining permission for this type of trans-
action.

 "The Continental exchange speculator,
however, has no such basis for his transac-
tions, which are financial rather than com-
mercial, and permission for financial swaps
is being refused.  The effect of this proce-
dure, it is believed in the foreign exchange
market, will be to produce a growing out-
right demand for dollars as the short con-
tracts mature, and which will not be offset
by sales of futures.  Commercial supply of
dollar exchange is said to be very small."
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 Here we find another example of what
would today be unthinkable.  The foreign
exchange futures which are being referred
to here are cash forwards.  If you sell a
January position you could find yourself
with no means to legally buy back your
position.  So strange as it might sound, they
drove speculators out of the short positions.
Government just didn’t want any short bets
against them in any market. They sought to
have their cake along with a full belly and
free rent all at the same time.  If it couldn’t
be achieved by a free market system, then
they would make up their own rules and
limit the freedoms of the market to their
liking.

 The last four months of 1933 were marked
by numerous shocking issues.  Many of the
steps taken to force the markets to yield to
the will of government are steps which will
one day soon be reimplemented.  Today we
are all aware of the G-5 group of central
banks and the political consensus around
the world that promotes the manipulation
of foreign exchange to achieve economic
stability.  The methods of the present are no
different from those attempted by the cen-
tral banks first in 1925, again in 1927 and
finally by Roosevelt in 1933.  In the Septem-
ber 25, 1933 edition of Time magazine, we
find an interesting comment as to how the
stock market was viewed to be a hedge
against the currency inflation policies of
Roosevelt.  This is very important because
I seriously doubt that anyone would view
the stock market today as a hedge against
inflation.  Nevertheless, this issue was the
primary factor which led the stock market
into its rally which eventually peaked dur-
ing 1937.  Time magazine reported upon
this aspect as follows:

 "Methods of hedging against inflation
within U.S. frontiers have become a favor-

ite coffee-&-cognac topic.  Purchase of in-
dustrial stocks is, of course, the most popu-
lar hedge, but commodities and land have
been creeping up fast since the NRA threat-
ened profits with higher labor costs.  Some
shrewd businessmen with little capital at
stake argue that the best thing is to go as
deep into debt as the banks (or friends) will
allow; eventually they will pay off with
cheaper dollars.  Carl Snyder, economist
for the Federal Reserve Board, was asked
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lately by a wealthy friend how he could
hedge against all possible contingencies in-
cluding deflation or stabilization so that he
would die as rich as he was at that moment.
‘One way,’ snapped Economist Snyder, ‘is
to shoot yourself.’"

 The comment of economist Snyder in a
very realistic sense was quite true.  The only
guarantee that one would die with essen-
tially his current assets in this situation was
to commit suicide for you never know what
tomorrow would bring.

 There is no doubt that during the year
1933, the stock market gained significantly
on the prohibition issue which anticipated
that the country would turn "wet" as of Janu-
ary 1, 1934.  But  the ent ire issue of
Roosevelt’s currency inflation had a large
impact upon the performance of the market
as well.

 The market began to rally finally from the
summer of 1933 lows on the perception of
a hedge against inflation.  After a rally into
January 1934, the market fell back and con-
solidated into a July low during 1934 once
again.  From there, commodity prices be-
gan to rally after the convertibility of gold
for U.S. citizens had been officially aban-
doned in January 1934 and the effects of
inflation began to spread throughout the
world.  Eventually, the inflation scenario
continued to drive the markets higher into
1937.

 From March 1933 into 1937, stocks rose
largely upon the belief that inflation would
raise the price levels of commodities and
therefore earnings would r ise as well.
Stocks were also viewed as a hedge against
inflation as we read in the September 25,
1933 edition of Time magazine.  Therefore,
we find some continuity in the analysis
which took the position that stocks would
rise in the shadow of commodities.  This
was largely created by the fact that much of
the economy was heavily commodity ori-
ented.  High techs were not exactly the rage
of the times. Keep in mind that the automo-
bile was viewed to be a large consumer of
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commodities. So we do find that there is
some logic to the commodity relationship
prior to World War II.  But as the economy
developed over the next several decades,
the U.S. industrials and service oriented
business sectors began to play a much more
dominant role in the GNP of the United
States.  Thus, the concept of commodity

relationships with the stock market has
been divided and almost forgotten for the
broad market as a whole.

 After inflation spending continued yet
commodities and stocks declined from the
1937 high, that scenario of currency infla-
tion disappeared and Roosevelt’s theories
appeared to be a total failure.  If Keynes’
theory that government could increase
spending to stimulate the economy was cor-
rect, then there should have never devel-
oped the depression of 1938-1940.

 There are some historians who have tried
to claim that the recovery of 1933-1937 was
largely created by the rearmament of
Europe.  This is a gross misrepresentation
because although the rearmament process
had begun to some degree in Europe, the
greatest amounts of spending took place in
the post-1937 period in direct contrast to
the contraction within the private economy.
H owever , governmental spending in
Europe rose three times that of consumer
spending during the 1930s.

 What had evolved between 1934 and 1936
was a strange new battle among western
nations.  It was the battle of official devalu-
ations to gain price and trade advantages.
The recovery which had developed from
1933 was most pronounced within the non-
gold bloc nations.  Those who had re-
mained on the gold standard such as France
were left in a position where their curren-
cies became overvalued, adversely affect-
ing their trade positions in some sectors.

                  Trade Surplus (Deficit)*

                   U.S.        Britain    France    Germany

1933              224          (258)     (9.96)           .67

1934              478          (284)     (5.25)        (.27)

1935              236          (275)     (5.47)           .11

1936                33           (346)     (9.92)          .55
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1937              165           (432)   (18.45)          .42

1938             1134          (388)   (15.47)        (.19)

1939               859          (400)   (12.70)          .44

1940              1396          (663)    (28.86)      (.12)

*U.S. in millions, U.K. in millions

 France in billions, Germany in billions

 The shift in trade in favour of the non-gold
backed U.S. dollar in 1934 resulted in in-
creasing the trade deficits in Britain and
Germany.  This devaluation of Roosevelt’s
merely increased the trade pressure in the
same sense as imposing tariffs.  Eventually,
the French franc’s overvaluation led to do-
mestic pressure to devalue from the busi-
ness sector.  This was viewed as a means of
making French goods more competitive.
This eventually caused the French to de-
value their franc in September 1936.  As
part of that devaluation, the Tripartite
Agreement was finally reached among the
United States, Britain and France.  This
agreement essentially stated that each na-
tion would refrain from competitive ex-
ch a n ge  d e p r e cia t io n .  R o o se ve l t ’s
devaluation theory proved that other na-

tions could just as easily devalue their cur-
rencies in response and as such a war of
competitive devaluation would merely fol-
low until everyone was right back where
they began. The purpose of this agreement
was to smooth out the erratic swings within
the foreign exchange markets and to regain
some sense of stability once again.  But this
agreement failed to prevent the French
franc from falling against both the pound
and the dollar between 1936 and 1938.
Against the pound, the franc fell from 105
in 1936 down to 178 to the pound by June
1938.

 Up to this point in time, economic con-
tractions had officially been referred to as a
depression.  It was the contraction from the
1937 high which gave rise to a new term
which was recession.  This new term was
purposely introduced in an effort to refrain
from giving any suggestion that the econ-
omy was shipping back into a depression
such as that which had just been experi-
enced during the 1929-1933 era.
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 Curiously enough, the dollar began to rise
significantly against the French franc and
the Italian lira and moderately against the
British pound moving into 1937. Again the
stock market was influenced by foreign ex-
change during this period.

 The depression which evolved from 1937
is very important to our understanding of
what makes a market move, as well as to our
perspective of economic theory itself. The
following table illustrates some interesting
points within the U.S. economy.

 Between 1933 and 1937, confidence defi-
nitely began to move back toward the pri-
vate sector.  The spread between Moody’s
AAA corporate bond yield and that of U.S.
Treasury issues began to narrow signifi-
cantly.  Corporate yields declined by 27.3%
while Treasury yields declined by 17.2%.
Although many people were looking at
stocks as a hedge against inflation, they also
recognized that eventually a cost of that
inflation posed a rise to some extent in the
risk of government bonds. Therefore, cor-
porate bond yields declined at a far more
rapid pace during the inflationary period of
1933-1937.

                         1933  1934  1935  1936  1937  1938
Military Spending (mil)

                           41      34       41     38      41      41

Government Purchases (bil)

                          43       48      50      58      56      61

Money Supply  M1 (bil)

                          20       22      26      30      31      30

Federal Budget (bil)

                        -2.6     -3.6   -2.8    -4.4    -2.8   -1.1

Natl Debt      22.5     27.1   28.7   33.8   36.4   37.2

G.D.P.         15.2    16.4    17.9    20.3    21.3    20.4

G.N.P        222.1  239.1  260.0  295.5  310.2   296.7

Wholesale Price

Index          34.0    38.6     41.3    41.7    44.5    40.5

Government Bond

Yields (%)  3.31   3.12    2.79    2.69    2.74    2.61

Moody Corp. Bond

Yield (%)   4.49    4.00    3.60    3.24    3.26    3.19

 The above table illustrates that govern-
ment spending was rising significantly on
the social side.  I have provided the military
expenditures, which you can see for your-
self remained relatively stable.  Money sup-
ply, as measured by M1, rose some 55%
between 1933 and 1937.  The wholesale
price index rose 30.8%, reflecting a sizable
jump in inflation under Roosevelt’s Ad-
ministration.  The Gross Domestic Product
increased slightly more than inflation, post-
ing a gain of 34.2% which was actually 3.4%
greater than inflation.  GNP, which includes
government expenditures, rose 39.6%.
The National Debt, which stood at $22.5
billion in 1933, rose to $36.4 billion, a
shocking rise of 61.7%.  Therefore, it is ob-
vious that the currency inflation and mas-
sive government spending did not produce
the same percentage recovery within the
economy.  Roosevelt’s policies increased
the national debt by 61.7% while the Gross
Domestic Product rose merely 34.2%.  The
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U.S Gross National Product
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cost to extract those economic improve-
ments in the long run were far greater than
the benefits.

 Commodities at their peak in 1937 by and
large barely managed to rally and test the
lows which had been set during the panic
collapse back in the 1921 postwar era. The
stock market had rallied back to the No-
vember 1929 low.  When the severe reces-
sio n  in t o  1938 b e gan , go ve r n m e n t
expenditures continued to r ise in the
United States.  Total government purchases
rose 8.7% while the Gross Domestic Prod-
uct declined 5% along with GNP.  Unem-
ployment rose 32.8% between 1937 and
1938. Interest rates actually began to de-
cline from their 1937 high.  Corporate in-
come taxation rose 363% between 1932 and
1938.  European government expenditures
rose at a rate 300% greater than consumer
expenditures.  In all cases, the sharply
higher government expenditures failed to
prevent the "recession" of 1938.  If there was
ever a clear warning signal to illustrate that
Keynesian economics only worked in the-

ory and not in reality, it was at this early
juncture in the world economy.

 A seldom remembered economist of the
turn of the century wrote a textbook which
was in use prior to the Keynesian-Roosevelt
era.  His name was Professor Richard Ely
of the University of Wisconsin and his book,
"Outlines of Economics" was published by
the Macmillan Company in September
1923, first edition 1893.  The book relays a
very basic fundamental of economic obser-
vation, and the chapter on the Business
Cycle contains a very important description
of the business cycle which has been long
since forgotten.

  "BANKING AND THE BUSINESS CYCLE"

 "That the way the mechanism of banking
operates has much to do with the cyclical
oscillations of business is scarcely open to
doubt.  Banks furnish an elastic supply of
purchasing power, swelling in volume as
business transactions increase and there-
fore the supply is elastic only up to a certain
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point often enforcing a sudden halt to fur-
ther expansion.

 "The period of depression following a
crisis is a period of liquidation.  Business
firms reduce their debts.  The loans and the
deposits of the banks decrease and thus
their reserve ratios increase.  Furthermore,
with low prices and a sluggish movement of
trade, money that had been in hand to hand
circulation collects in the banks.  Low
prices stimulate exports and discourage im-
ports, so that a favorite turn of the balance
of trade sometimes brings in gold from
other countries.  In such ways the reserve
ratios of the banks are still further aug-
mented.  Low discount rates result, and
make business undertakings more attrac-
tive.  Bonds sell at good prices, so that the
time is propitious for building new plants
and for other undertakings requiring large
permanent investments of capital.

 "Important as the cyclical oscillations of
bank credit are, however, they do not suf-
fice to explain the business cycle.  Cheap
supplies of credit help to give the stimulus

that turns business upward, enabling it to
pass from depression into the period of
recovery.  Exhausted supplies of credit,
moreover, may bring prosperity to an end.
But for the most part credit plays a passive
role.  Its expansion follows rather than pre-
cedes the expansion of business and even if
the supply of credit were unlimited, busi-
ness could not continue to expand indefi-
nitely.  The world’s recent experience with
irredeemable paper money has proved
once more that no amount of inflation will
carry business and industry up with it be-
yond a certain point.  It operates like a drug,
of which increasing doses are required to
keep vitality from sagging below its normal
level.  Inflation may delay but cannot pre-
vent the inevitable collapse."

 Professor Ely’s explanation is undoubt-
edly a voice calling from a long forgotten
past.  Roosevelt chose to ignore the even-
tual outcome of inflation and focused only
upon its early stages where prices begin to
rise.  But it is absolutely true that there is
what I call a certain stall factor in the infla-
tionary cycle.  It is similar to that of an
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U.S. Gross National Product
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airplane at takeoff.  Somehow it may have
enough thrust to lift off from the ground but
if enough thrust is not maintained, the
gravitational forces will go to work and the
plane will stall and fall back to earth.

 The economy also has this stall speed.  It
is not easy to pinpoint the precise point
where an economy will stall based upon all
the various indicators, but it is unquestion-
ably there.  This is why the recession which
came upon the economy abruptly in 1938
stands as a witness to the failure of Keynes-
ian theory that government spending can
help control the economy, thereby smooth-
ing out the bumps. Perhaps it can help dur-
ing the very depths of depressed markets
but it is clear that this theory does not work
indefinitely.  If it did work, then the 1938
recession would not have taken place while
government spending continued to rise
8.7% between 1937 and 1938.  It is at best
possible in theory that if "government ex-
penditures" had been increased in propor-
tion to the contraction in consumer and
business expenditures that the "recession"
could have been avoided.  However, when

the definition of a recession is two quarterly
declines in the GNP, it becomes impossible
for government to know when to increase
its expenditures to compensate for the con-
traction within the economy.

 The "recession" of 1938 had a profound
impact upon the thinking behind the mar-
ketplace.  It was here that the fundamental
analysis began to change, realizing that in-
flation also raised the cost of doing business
and in downturns, companies seemed to be
even more sensitive because their cost of
doing business had risen sharply as well.
Thus, the concept that the stock market
does not do well during inflationary periods
emerged as a direct result from the rise in
inflation through government spending be-
tween 1937-1940 while the market declined
by 50% and then consolidated.  This, by and
large, has remained with the general analy-
sis of the market.  Take careful note that
prior to the emergence of Roosevelt’s big-
ger government, stocks had previously ral-
lied sign ificant ly dur ing in flat ionary
periods and declined during deflationary
periods.  Now we view inflation as a nega-
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tive influence upon the market and at times
I have been astonished to listen to some
analysts who have even viewed increases in
taxation as anti-inflationary and thereby
bullish for the market.  In the future, expect
that this analysis will once again shift and in
its place will emerge the realization that
corporate assets appreciate with inflation
as well as profits.  The negatives which
many view today will flip around into posi-
tives in the years ahead.  The majority may
at first be astonished that stocks will rise
with inflation once again until it hits that
stall speed which is most likely going to
occur during 1989-1990.

 In reality, prosperity is a period where
business profits increase.  Those profits de-
pend upon the spread between expenses of
production and the income from the sale of
production.  The reason that profits in-
crease during inflationary periods is actu-
ally quite simple.  Much of the overhead in
business, such as rent, interest on bonds,
etc., is fixed.  As economic activity begins to
expand, these portions of overhead remain
constant, thereby reducing their impact on
a percentage basis as prices of output rise.
Many management decisions look at the
demand and begin to expand their produc-
tion and, in doing so, their fixed overhead
rises significantly. Raw materials generally
lag behind the business cycle because most
commodities cannot be expanded as rapidly
as business.  As a result, commodity prices
rise rapidly toward the end of the cycle.  As
the economy expands, employees them-
selves begin to become a rare commodity.
As unemployment declines, business then
must raise wages to obtain competent help.
Therefore, when the stall speed is reached,
much of the overhead has risen signifi-
cantly.  Eventually, competition increases
and with it, profits are normally cut as price
wars and overproduction begin to emerge.
Cost reductions are implemented, which

usually cut first at employees because leases
on premises are generally long term to
some degree and represent fixed levels of
overhead.  Therefore, unemployment be-
gins to rise once again.

 Roosevelt’s experiment chose to raise the
price of commodities first through currency
inflation.  In the normal business cycle,
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commodities rise toward the end, not at the
beginning, because they are responding to
the higher levels of demand. Therefore, the
period of 1933-1937 is different from most
expansionary recoveries. Here we had com-
modities rise first as Roosevelt attempted
to artificially create a boom.  But it failed
and as a result the capital expenditures rose
significantly for government.  The cost of
production for business rose dramatically
from the outset; thereby the underlying
profits, which are accrued during the early
stage of the business cycle, were not avail-
able for utilization during the later part of
the business cycle.  Therefore unemploy-
ment, which had peaked at 24.9% in 1933
and declined to 14.3% in 1937, rose 32.8%
in 1938 back to 19% of the civilian labour
force.  The civil labour force in 1929 was
equal to 40.3% of the population.  In 1938,
the civil labour force was 42%.  Therefore,
the number of persons thrown into unem-
ployment during 1938 exceeded the rise in
number between 1929 and 1930.

 This is why the recession of 1938 was
sharply expressed by the 50% decline

within a 12 month period from the 1937
high in the Dow Jones Industrials.  Contin-
ued profits depended solely upon a con-
tinuation of price inflation.  This in a very
real sense turned business into a specula-
tive venture gambling upon inflation to
raise the price of its products.  When the
economy is built upon such a flimsy founda-
tion, once demand declines, the situation is
ripe for crisis in a shorter period of time.

 The trade picture between Europe and
the United States increased in general gross
levels but essentially exports to and imports
from Europe remained relatively stable.  In
1932, U.S. exports to Europe were $784
million and imports were $390 million.  In
1937, exports were $13 billion while im-
ports were $843 million. Exports increased
73.4% while imports increased 86.09%.
Roosevelt’s policies had increased price
levels, but the trade surplus continued to
decline.  On a net accounting basis, the situ-
ation became worse and the inflationary
policies raised employment, but the trend
dictated that it was still a negative growth
factor that was being artificially maintained
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by government’s inflationary policies.  On a
total world trade basis, the U.S. trade sur-
plus under the Smoot-Hawley Act was $324
million and in 1937 it was $270 million.  In
one respect, the salaries of those who were
put back to work during the 1933-1937 re-
covery were paid by the dramatic rise in
government spending, which turned up in
the national public debt.  Today we are still
paying interest on Roosevelt’s spending
from this era.  Had Roosevelt hired those
people and placed them on the government
payrolls, the economic effect from an ac-
counting standpoint would have been no
different.  The situation would have im-
proved had the trade surplus grown and not
declined.

 Another interesting effect began to take
place in response to Europe’s arms build-
up.  The dollar began to strengthen signifi-
cantly from 1936 when France devalued the
franc.  The British pound continued to fall
from the $5.00 level to $4.67 by the end of
1938.  But as rearmament began to spread
throughout Europe, the pound plunged
desperately from $4.67 in mid-1939 to $4.03
on September 3, 1939 when exchange con-
trols were introduced to fix the pound at
that level for the next ten year period.  The
pound never again saw the old pre-World
War I level of $4.86.

 As fears of war began to increase through-
out Europe, capital once again began to flee
toward the United States.  This caused the
dollar to rise on world markets and the old
scenarios began to come alive.  Foreign
buying actually supported the U.S. stock
market in 1938.  Even though the economy
was not exactly booming just yet, the lack of
interest on the part of U.S. investors was
more than augmented by European capital
inflow.  Therefore, foreign exchange had
played an important role once again at the
turning point for the U.S. stock market.

The side effect of this foreign capital enter-
ing the U.S. economy was exactly the same
as it had been during the 1920s.  Interest
rates, which had initially begun to rise be-
tween 1936 and 1937, reversed their trend
in the United States quite abruptly.  The
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British Treasury Bill rate for three months
jumped from .563% in 1937 to 1.315% in
1939.  It would drop back under 1% even-
tually only after World War II.  The United
States Three Month Treasury Bill rate de-
clined from .45% in 1937 to .02% in 1939,
continuing to its lowest point in history dur-
ing 1940 at .01%.  The dramatic swings be-
tween the short-term rates in the United
States and those in Britain illustrate just
how intense the capital flow into the United
States had become.
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