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Introduction 

 

 Undoubtedly, the most important peacetime economic  

problem is that of depression. Any one of a number of things 

can cause a drop in the Gross National Product. Som e resources 

become idle causing economic waste of labor, natura l resources 

and capital. Unemployment, increased inventories an d a slow-

down in technological progress are among the many d ifficulties 

which must be overcome in order to halt the “circul ar and 

cumulative causation” downwards. 

 Governments, economists, businessmen, and laymen h ave 

continually concerned themselves with the problem o f 

stabilizing the economy by eliminating the causes o f 

depression. Many aspects of this problem have been solved and 

fruitful steps have been taken in these uncertain a reas, their 

relative positions as a propellant of the economy r emains 

undetermined. One of these crucial areas is the sto ck market. 

 With every extreme rise or fall of stock market pr ices 

the question of the possible consequences for the e conomy is 

again asked. Is the stock market a simple “baromete r of the 

nation’s economic activity” or a self-propelled org an of 

speculation capable of affecting the nation’s econo my? There 

are many standard answers to this question. Politic ians have 

one, businessmen another, while economists remain d ivided in 

their opinion. Unfortunately, many of these answers  are 
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shrouded in abstruse generalities or the use of sho ddy 

analogy, metaphors, and similes hiding or producing  confusion 

and allowing for ambiguity of interpretation. Of th e “great 

crash” Richard Whitney, then President of the New Y ork Stock 

Exchange, declared: 

  To attribute business depressions to stock market   
panics is to place the cart before the horse, for i n  
reality stock panics are an effect rather than a 
cause of trade depressions. 1 
Consumption could no longer keep pace with the 
enormous volume of production. 2  

 
These statements not only are glaring unproved gene ralities in 

defense of the stock market but also logically cont radict each 

other for, as I shall later discuss, consumption, i tself, is 

quite likely to be affected by stock market price 

fluctuations. 

 The Swedish moralist-economist Gustav Cassel poign antly 

pointed out while deriding the United States for it s share in 

bringing about the gold crisis: 

Among these influences American Puritanism stands 
out as perhaps the most important. From this side 
the stock exchange speculation of 1928-29 was 
regarded as particularly sinful behavior which had 
to get its punishment. 3 

 
Using the same terminology, that of moralism rather  than 

economics, Cassel further points out that the crash  caused 

deflationary tendencies thus creating the depressio n. The 

words consumption, investment, and government spend ing (those 

factors which account for the National Income) are all but 

                                                           
1
 Richard Whitney, Trade Drepressions and Stock Panics, p. 3. 

2
 Ibid., p. 5. 

3
 Gustav Cassel, The Crisis in the World’s Monetary System, p. 76. 
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left out of his analysis. This would be excusable i n Mr. 

Cassel was not from Scandinavia, the only part of t he world 

which, at this time, had an awareness of macro-econ omics.  

 The public attitude is offered by a layman: 

Under the terms of standard economic theory, which 
places debt first, productivity second, all 
borrowers from the hog raising farmer in Nebraska t o 
the New England railroad, the South American 
government as well as the Ohio plow manufacturer, 
are in debt to Wall Street. Having arranged the 
loans, Wall Street is now the bailiff, the 
landlord’s agent, the collector inveterately feared  
and hated by the debtor class. 4 

 
For Mr. Davis and many others, Wall Street was the scapegoat 

on which could be blamed anything from overexpansio n to crop 

failure.  

 Lastly, in pointing to some of the inaccurate phra seology 

and ideology about the stock market, I shall turn t o a 

statement Bernard Baruch made before the Senate Com mittee on 

Banking and Currency on March 23, 1955. 

Largely because of the crash of 1929, the impressio n 
has built up that the stock market is the cause of 
booms and busts. Actually, it is the thermometer – 
not the fever. …The distinction between the 
thermometer and the fever is a crucial one. We face  
one kind of problem if the thermometer is not 
working properly. But outward symptoms should not b e 
mistaken for fundamental causes. The thermometer 
should not be blamed for reflecting all the 
uncertainties of a world… 5 

 
The analogy is vague, confused, and produces little  more than 

confusion for the reader. It doesn’t allow for men’ s reactions 

                                                           
4
 Forest Davis, What Price Wall Street, p. 1. 

5
 Stock Market Study, p. 84. 
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to the standard of measure or for the effect of ina ccurate 

measure, from which there must be some effect. 

 Whether the stock market crash of 1929 was a princ ipal 

cause, a secondary propellant, or merely an indicat or of the 

coming depression cannot be discussed in vague misl eading 

language. It must be disentangled from the semantic  confusion 

in which it is now immersed. Economic terms such as  those used 

in national income accounting always can be applied . If 

investment, consumption, or government spending wer e adversely 

affected by the crash, how they were affected and w hat further 

cumulative effects were propagated and what shall b e examined 

here. The much-discussed question of what caused th e crash 

shall be touched upon as infrequently as possible a s it, in 

itself, is a subject of exhaustive study and is of little 

consequence to the central discussion here. Any att empt to 

show a single cause would simply be inaccurate, whi le pointing 

out the many, irrelevant. 

 Although the 1929-1939 depression began under a mo re 

“laissez-faire” governmental dispensation than has since been 

experienced, there are basic similarities between t hen and 

now. Recognition of these similarities might possib ly be an 

asset to future economic planning. 
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CHAPTER ONE 

The Nature of the Stock Market Boom 

 

The stock market boom of the late twenties has beco me 

legend. Never before or since have stock prices ris en so much 

in so short a period of time. The time immediately preceding 

that fateful day in October is often described as t he 

“greatest speculative orgy of all times.” Early in the 

twenties the speculative nature of the American pub lic was 

aroused by the Florida land boom. Land could be bou ght with a 

10% down-payment and often resold at a 1000% profit  within six 

months. Eventually land values began to drop severe ly and many 

people were seriously hurt. The public turned to th e stock 

market. 

The nature of the stock market boom was speculative  and 

“rooted directly or indirectly on existing industri es and 

enterprises.” 6 The unusually large demand for stocks was 

satisfied by the highly leveraged investment trusts  created by 

smart Wall Street “operators” who found the public highly 

receptive to their plans. The basic principle to a leveraged 

investment trust was that debentures would be issue d along 

with the common stock. The debenture is a long term  loan and 

derives no profit from an increase in the trust’s a ssets. It 

pays only a fixed rate of interest to its holders. The common 

stock, on the other hand, reflects the total affect  of an 

increase or decrease in asset value. Thus, if $10 m illion 

worth of debentures and only $1 million of common s tock are 
                                                           
6
 John Kenneth Galbraith, The Great Crash, p. 51 
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issued the trust company may then proceed to purcha se $11 

million worth of securities. Although only $1 milli on worth of 

common stock was issued it absorbs all increases in  the asset 

value of the owned securities. If the asset value o f the trust 

increases 50% the common stock becomes worth $6.5 m illion 

while, assuming the bold market remains steady, the  debenture 

gains nothing from this increase. This basic method  of 

financing speculative leveraged trusts pyramided to  gargantuan 

heights. 7 It is obvious that when the market began to slide 

the leverage was to work in reverse. 

But the rise of the investment trust was not the on ly 

indication that a mass speculative orgy was taking place. 

Margin trading was increasing at a phenomenal rate.  Margin 

trading is buying securities and putting up only a percentage 

of the value of the securities. The margin is the p ercentage 

of the price of the security that is put up in cash  by the 

purchaser. If the value of the collateral securitie s should 

fall the purchaser must augment the margin. During the 1920’s 

stock was purchased with only 10% margin required a nd often 

bought and sold on the same day without any margin requirement 

at all. During the summer of 1929 broker’s loans in creased at 

a rate of about $400,000,000 a month. 8 

Margin purchases created a tremendous demand for ca llable 

loans and interest rates soared. New sources of sup ply of 

loanable funds were found. Corporations began to fi nd it more 

profitable to put their excess funds into the calla ble loan 

                                                           
7
 It can be seen that if one leveraged trust owns common stock of another leveraged trust there is an even 

greater leverage effect. This was the case during the boom. 
8
 Galbraith, op. cit., p. 72. 
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market than to reinvest them in the company’s expan sion. Gold 

poured into the United States. It was used to purch ase dollars 

to either invest in the stock market or be made ava ilable as 

loanable funds. The bond market lost more ground wi th each 

increase in the interest rate and it became virtual ly 

impossible for foreign countries and new businesses  to finance 

through the issuance of debentures.  

The stock market assumed a role almost polar to the  

American culture. Authors of the period describe ch auffeurs, 

elevator boys, and candy store owners as participan ts in the 

general speculative fever. “Main Street always had one citizen 

who could speak knowingly about buying or selling s tocks. Now 

he has become an oracle.” 9 

It is generally thought that there was a great drop  in 

the indexes of industrial and factory production im mediately 

preceding the crash. This misconception is often ci ted as one 

of the major causes of the drop in stock market pri ces. 

However, “until September or October of 1929 the de cline in 

economic activity was very modest.” 10 

 

 

 

 

 

 

 

 

                                                           
9
 Ibid., p. 79. 

10
 Ibid., pp. 94-95. 
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Some Economic Indexes for 1929 11 

 

 Industrial 

Production 

Production 

of 

Manufacture  

Production 

of Mineral 

Building 

Contracts 

April 122 123 115 135 

May 123 125 116 130 

June 127 129 113 122 

July 124 126 114 156 

August 123 124 114 107 

September 122 122 118 106 

October 117 117 118 105 

November 106 105 110 105 

December 99 96 116 85 

 

 

 Factory 

Employment 

Freight Car 

Loadings 

Department 

Store Stocks 

April 102 111 99 

May 102 111 99 

June 101 108 98 

July 101 108 99 

August 102 109 100 

September 103 108 100 

October 102 104 101 

November 98 99 102 

December 95 97 100 

                                                           
11

 United States Federal Reserve Board Annual Report of 1929, p. 209. 



11 

 

The point is not what caused the crash but whether the 

depression was imminent in the days before the cras h or became 

inevitable with the advent of the crash. 

 

The European Economic Situation 

 

 The European economic situation during the late tw enties 

and early thirties has direct relevance to my topic . This was 

a period in which the world was trying to adjust to  the new 

complex of circumstances created by the war with a set of 19 th  

century economic principles. The United States move d from the 

position of agricultural to industrial and debtor t o creditor 

nation. In its debt were most of the European count ries. 

Germany was attempting to rebuild a war-torn nation  with the 

disadvantages of having to pay huge reparations, an d other 

hardships imposed on her by the Treaty of Versaille s. 12 The 

allied nations leaned on Germany and the American b ond market 

for the funds to continue paying off and refinancin g their 

debts while Germany looked to the bond market for c ontinual 

refinancing of her debt. Not only were there govern ment debts 

to the private sector of the economy but also, for the first 

time, there was heavy intergovernmental indebtednes s.  

 In order for the European nations to obtain the fo reign 

exchange to pay off the interest on their loans the y had to 

export more than they imported from the United Stat es. This 

was made difficult, if not impossible, by the effec ts of the 

war and the higher protective tariff policy of the Hoover 

                                                           
12

 Perhaps the best single book on the Treaty’s economic effects is John Maynard Keynes’ The Economic 

Consequences of the Peace. 
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administration after 1928. The difference between t heir 

obligations and the amount of foreign exchange avai lable to 

them was financed by new loans. 13 

 During this same period of demand for new loans by  the 

European nations the great speculation was attracti ng funds 

from private sources all over the world. A tighteni ng of 

credit abroad and a check to the expansion of forei gn business 

was effected by the outflow of funds from abroad to  the United 

States. 14 As the demand for funds to satisfy the needs of th e 

speculators increased, so did the interest rates. R ates 

upwards of 10% were obtainable for call money. The bond market 

dropped with each increase in the interest rate and  it soon 

became impossible for the debtor nations to finance  new loans 

or refinance old ones. The value of foreign floatat ions 

dropped by half at this time. 15 

 Some of these losses were made up through the incr eased 

consumption of foreign products that accompanied th e stock 

market rise. 

 

 

 

 

 

 

 

 

                                                           
13

 Moulton, America and the Balance Sheet of Europe, pp. 26-27. 
14

 Sumner H. Slichter, Underlying Causes & Historical Background of the Depression, p. 217. 
15

 Ibid., p. 217. 
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U.S. Imports (1928-1930) 16 

 General Imports Imports for 

Consumption 

1928 $4,091,444 $4,077,937 

1929 $4,399,361 $4,388,572 

1930 $3,060,908 $3,114,077 

 

Some were compensated for by the profits of the for eign funds 

that were invested in American securities and the c all-money 

market. But these small influxes of funds were a me re pittance 

compared to the amounts needed to maintain a degree  of 

solvency in Europe. This was the situation before t he “great 

crash.” 

 Under such a set of adverse conditions the Europea n 

nations were experiencing recession some months bef ore it was 

felt in the United States. However, it was not unti l after the 

“great crash” that the recession abroad was clearly  

transformed into a severe depression. After the cra sh there 

could be no possibility of obtaining funds on the b ond market. 

The Smoot-Hawley Tariff of 1930 and the induced dec line in 

American consumption of foreign and domestic goods almost 

halved United States imports by 1931. 

 Accompanying the fall in prices on the American ex changes 

was a decline of prices on foreign exchanges and a drastic 

decline of world commodity prices. Irving Fisher as cribes 

these successive declines to “forced sales succeedi ng the 

                                                           
16

 United States Census Bureau, Foreign Commerce and Navigation of 1930. 
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American stock market crash.” 17 The drop in commodity prices 

was to plague the world’s farm population throughou t the 

1930’s.  

 International credit was virtually destroyed by th e 

position the European nations were forced into. Ger many 

proclaimed her inability to pay off further reparat ions, 

Russia was handicapped by the tremendous drops in g rain and 

timber prices, and France and England realized thei r inability 

to pay off war debts to the United States. Rumors t hat money 

borrowed from the United States by other countries might not 

be repaid caused further drops in the prices of for eign bonds. 

Banks, individuals, and organizations were forced t o liquidate 

holdings in these bonds, sending them plummeting fu rther. More 

rumors that local banks were in trouble because of money tied 

up in foreign loans, brought about a run on the ban ks which 

meant that they had to liquidate more and call in l oans n 

order to have cash on hand for the onslaught of dep ositors. 

The result was a vicious circle of international li quidation, 

each new rumor or panic rejuvenating its velocity. 18 The 

essential dilemma was that simultaneously a large n umber of 

sellers tried to sell to each other. 

 

 

 

 

 

 

                                                           
17

 Irving Fisher, The Stock Market Crash and After, p. 60. 
18

 Fredrich Lewis Allen, Chapters in Bus. Finance, pp. 13-14. 
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CHAPTER TWO 

Consumption 

 

 “It is reasonable to think of a reduction in spend ing of 

3 or 4 billions out of a total disposable income of  82.5 

billions as the result of the crash.” 19 That the stock market 

could affect consumption expenditures was the most fervently 

denied theory of the depression. Businessmen and op timistic 

economists refused to recognize that definite paral lels could 

be drawn between the decline of consumption in spec ific 

sectors of the economy and the stock market crash. The view 

continually asserted was that relatively few people  actually 

owned securities; therefore, the drop in security p rices could 

not have had any serious consequences on consumptio n 

expenditures. The defenders of the stock market voi ced the 

view that the crash’s main effects were on the asse t values of 

securities, bearing no relationship to consumption,  a function 

of income. These people failed to take into account  the 

relative buying power of the economic class that ow ned 

securities, the effect that such a great decline in  stock 

prices can have on the confidence level of a stock- conscious 

public, the losses of income resulting from the cut ting of 

dividends, the loss of farm income due to the sympa thetic drop 

in commodity prices, and the necessary cuts in Amer ican export 

as a consequence of the poor situation abroad. 

 As of 1915, 65% of the population of the United St ates 

was poor, possessing no property beyond a little fu rniture, 

clothing, and personal effects. 15% belonged to the  lower 
                                                           
19

 John Kenneth Galbraith, Stock Market Study, p. 288. 
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middle class, owning on the average of a thousand d ollars 

worth of property. 18% constituted the upper middle  class with 

property holdings ranging from $2,000.00 to $40,000 .00 while 

2% were rich. These 2% owned about three-fifths of the total 

property. 20 By 1929, 5% of the population was receiving 1/3 of  

total personal income. 21 This markedly uneven distribution of 

income made the economy depend on a high rate of in vestment or 

a high level of luxury spending. If either of these  was 

seriously curtailed and the other didn’t compensate , the 

economy would be depressed. 22 

Before the crash, all the luxury trades throve 
enormously; after it, they were put out of 
commission, and secondhand luxuries, such as cars, 
furs, gramophones and jewelry were drugs in the 
market. 23 

 
During the days of the stock market boom the specul ating 

public was spending as loosely as it was speculatin g. 

Dividends provided some income but the main sources  were 

capital gains and loans against increases in stock values. The 

economic classes most involved in stock market oper ations and 

high luxury spending were, of course, the upper mid dle and the 

upper. Irving Fisher refers to the bank stocks, lar gely held 

by the very wealthy, to show to what extent these p eople were 

involved in the heavy liquidation. On October 28 th  First 

                                                           
20

 J. Francis Hunnecke, The Way Out and the Way Beyond, p. 7. 
21

 John Kenneth Galbraith, The Great Crash, p. 191. 
22

 For a more detailed account of the role consumer spending played in the American economy of the 1920’s 

refer to W.W. Rostow’s The Stages of Economic Growth, pp. 73-76. 
23

 Francis W. Hirst, Wall Street & Lombard Street, p. 11. 
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National Bank stock lost 500 on the bid price while  Bank of 

Manhattan Company dropped by 150. 24 

 The eventual decline in the paper worth of securit ies was 

over $26 billion. Although this decline reflects no  

destruction of physical wealth its effect on the sp ending 

attitudes of the public was great. The level of con fidence of 

a heavily-spending public was jarred back to realit y during 

the decline. Even those who managed to hold on to t heir money 

and those who were not interested in the stock mark et began 

cutting down expenditures and bracing themselves fo r future 

repercussions. 

“The rapid decline in American purchasing power, 
after the Wall Street slump, hit first of all the 
motor and housing trades, and thence extended 
rapidly to all branches of mining and manufacturing  
throughout the United States.” 25 

 
Anticipation of bad times itself helped to bring on  the 

depression. Those who earlier were able and willing  to borrow 

money to purchase consumption goods were, for the m ost part, 

no longer able and far less eager to incur further 

indebtedness. No longer could stock market profits be looked 

upon as a source of income. 

 The farmer was no less susceptible to the effects of the 

stock market crisis. Commodity prices dropped in sy mpathy with 

those of the stock market. During the years Novembe r, 1929 to 

November, 1930 commodities declined at an average o f about 

37%.  

 

                                                           
24

 Irving Fisher, The Stock Market Crash and After, p. 8. 
25

 Hirst, op. cit., p. 152. 
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Some examples of these declines are: 26 

Cotton off 39% Flax off 33% 

Wool off 31% Hemp off 32% 

Silk off 43% Wheat off 46% 

Jute off 39% Maize off 37% 

 

The cotton and wheat markets went to pieces; and th e 
unfortunate growers, who borrowed from the Farm 
Board in order to keep back their cotton and wheat 
for higher prices later in the year, found that 
prices were getting rapidly worse instead of 
better… 27 

 
The stock market crash and its effects on commodity  markets 

almost halved the worth of farm products. Large and  small 

farmers, who were at one time considered to be the backbone of 

the economy, no longer had nearly as much income fr om which to 

consume. Many went bankrupt due to indebtedness inc urred in 

expansion during World War I and in the twenties. T hose who 

didn’t lose their farms tightened their belts and t ried to 

live on what they produced. The result of the tight ening of 

belts was the withdrawal of a large segment of the population 

from consumer markets. 

 Although the European population was not, at any t ime, 

consuming vast quantities of American produced good s the 

decline in our export to them had its impact on ind ustry and 

national income. The American stock market crash ca rried with 

it the world commodity and stock markets. Coupled w ith the 

serious economic problems, Europe was already exper iencing 

                                                           
26

 Ibid., p. 121. 
27

 Ibid., pp. 118-119. 



19 

 

these new financial crises, practically curtailing European 

importation of consumer goods.  

 The $26 billion paper loss, although not a destruc tion of 

real physical wealth, had direct effects on consume r spending 

and differential effects on other segments of the e conomy. 

Buying power generated by stock market profits was wiped out. 

Cuts in dividends decreased the income of stock hol ders. The 

public lost confidence in the steady growth of the economy and 

hoarded money that might otherwise have been spent.  Lower 

commodity price levels curtailed farm income and fo rced the 

farmer to subsistence spending, while the market fo r our 

exports was destroyed as a consequence of the poor situation 

abroad. The view, so persistently voiced during the  

depression, that movements in stock market prices c ould not 

affect consumption expenditures, must be rejected. 

 

Investment 

 

“The real effect of the stock market on business is  in 

facilitating or impeding the financing of business 

enterprises…” 28 The poor state of income distribution made the 

economy depend on a high level of luxury spending o r a high 

rate of investment. Both prevailed during the stock  market 

price rise but the crash, which seriously affected 

consumption, dealt a devastating blow to investment . 

The crash had a general effect on confidence and a 
direct effect on the ability of corporations to 
raise funds through new issues. This was magnified 
by the holding company and investment trust 

                                                           
28

 Fisher, op. cit., p. 60. 
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structure. These latter were often paying interest 
on upstream bonds from the dividends of operating 
companies. To avoid insolvency they were forced to 
retrench drastically on both current and investment  
spending. In numerous cases these fragile corporate  
structures collapsed anyway following the crash, 
forcing further retrenchment. 29 

 
The level of confidence is a vague term often used in 

economics to avoid reference to the real consequenc es of 

businessmen’s psychological constitution (i.e. prof it 

expectations). There is no procedure with which the  level of 

confidence can be determined in a given time. Howev er, it is 

safe to say that the drop in security prices did ha ve some 

effect on business’s willingness to invest in new o r 

redevelopment. The stock market has always been tho ught to 

have, as one of its functions, the ability to indic ate 

business trends. Although it is not as precise as o ther 

economic indicators and may not even be a consisten t 

indicator, it is brought before the public eye more  frequently 

than the others. The widely publicized stock market  crash 

combined with the slight drop in other indicators h ad a 

general effect on businessmen’s expectations for fu ture 

markets (i.e. profits). The extent of business retr enchment 

caused by a loss of confidence in the future cannot  be 

determined by using empirical data as there were ma ny other 

factors involved in this retrenchment. However, the  amount of 

investment withheld due to the general loss of conf idence is 

not in question. The fact that the drop in the conf idence 

                                                           
29

 Stock Market Study, p. 288 
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level caused some investment to be withheld will su ffice for 

this study.  

 Perhaps the more tangible effects of the drop in t he 

confidence level can be examined in the light of bu siness’s 

reaction to the easing of credit, drop in interest rates, and 

cash available for new investment after the crash. 

It was but natural to expect that so stupendous a 
crash, with a reduction in listed values of twenty-
six billions of dollars, would deal a tremendous 
blow to business. But business was more scared than  
hurt. 30 

 
With a rising stock market and interest rates corpo rations 

made their reserve funds available to the call-mone y market. 

As the stock market and interest rates plummeted, t hese funds 

were withdrawn, leaving many corporations with fund s which 

could be applied to new investment. 

 President Hoover took steps to provide easy credit  

through low interest rates in order to compensate t o business 

the money that was released by the deflation of sec urities. 31 

As companies could no longer finance through securi ty markets, 

Hoover felt that low interest rates would stimulate  investment 

sufficiently. Hindsight and more mature economic an alysis have 

proved his feelings incorrect. Business applied nei ther its 

own funds nor the funds made available through the easing of 

credit to investment. It simply withdrew further in  hopes of 

remaining solvent during the years that were to fol low. This 

was one of the experiences that later encouraged th e 

government to shift emphasis from monetary to fisca l policy.) 

                                                           
30

 Fisher, op. cit., p. 21. 
31

 Ibid., pp. 21-22. 
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With the outlook so grim it was felt that only the highest 

possible liquidity could carry a company through th e coming 

years. 

 In November a typical article on the front page of  the 

financial section of the New York Times read: 

“Cancels Stock Offering” 
The Great Lakes Corp. …announced yesterday it would  
return more than $26,000,000 in stock subscriptions  
with interest at 6% from Wednesday… 
In explaining the withdrawal of the offer, the 
corporation’s board said that, after having given 
careful consideration to the general market 
situation, it felt that no additional financial 
burden should be incurred by either individuals or 
financial institutions at present for the purpose o f 
financing new enterprises. 32 

 
 When the stock market and interest rate were risin g the 

bond-market was depressed to the point where financ e could no 

longer be obtained through it. However, the rising stock 

market made it very simple for a company to float a  new stock 

issue for financing. Almost any new issue was immed iately 

over-subscribed and the price of the stock pushed t oo far 

above its present or even expected value based on a ny 

realistic appraisal of earnings. The asset value, e arnings, or 

even possibilities of future growth were no longer regarded as 

important in determining whether or not a new issue  had merit. 

The speculative orgy produced an atmosphere in whic h it was 

felt that all stocks must go up and if one could pu rchase a 

new issue he was “getting in at the bottom.” 

 This attitude was beneficial to both legitimate an d 

fraudulent entrepreneurs. Those who wanted to estab lish a new 
                                                           
32

 New York Times, Nov. 1, 1929. 
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business or enlarge an old one on the best possible  terms 

needed only to turn to the public for funds. Those who wanted 

to build an empire and had little capital of their own could 

do so through stock manipulation. Regardless of the  

entrepreneur’s aims the new issues were bought and pushed up 

by the public. This source of new investment funds came to an 

abrupt end with the crash. No longer could industry  turn to 

the stock market for funds. The bond-market remaine d in its 

slump and offered no possibilities for obtaining fi nance even 

after interest rates dropped. Even the banks were i n a 

precarious situation. The stock market had provided  industry 

with a steady supply of new funds throughout the sp eculative 

orgy but this source was completely cut off with th e crash. 

 The holding company was a product of the rising st ock 

market of the twenties. Similar to the investment t rusts in 

structure, the holding company’s objective was to c ontrol huge 

industrial giants with little capital investment. T he leverage 

was directed towards control rather than common sto ck 

appreciation but used the same basic principles as the 

investment trusts did. Bonds, preferred stock, and non-voting 

common stock were issued to the public while the in siders held 

the voting common for themselves. Therefore, if the  insiders 

floated $1,000,000 worth of non-voting securities a nd issued 

only $100,000 worth of voting stock which they kept  for 

themselves they would have $1,100,000 worth of buyi ng power 

and control on only $100,000 investment. Often thes e holding 

companies were pyramided, offering up to 1,000 to 1  

amplification of control. 
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 The burden of dividends and interest was put on th e 

operating companies which gained neither new facili ties nor 

many advantages from being assimilated into a holdi ng company. 

When the crash came, the operating companies could no longer 

support the fragile super-structure. Many holding c ompanies 

collapsed and others retrenched, using funds origin ally 

earmarked for investment to pay dividends and inter est, thus 

inducing a further drop in the rate of investment. 

 During the upsurge the economy depended upon a lar ge and 

increasing amount of funds being channeled into cap ital goods. 

Anything that interrupted this flow of investment s pending, 

either from the demand or the supply side, could ca use trouble 

for the entire economy. The stock market crash not only 

interrupted this flow from both sides but also curt ailed it. 

The effect this dual curtailment was to have on the  following 

years was catastrophic. 

 

Banking Practices 33 

 

The state of the banking structure and practices of  banks 

during the late twenties were, in retrospect, amazi ng. The 

great rise in security prices and interest rates at tracted 

everyone who had available funds to join the debacl e. Banks 

and bankers, who had great amounts of credit at the ir 

disposal, were not to be left out of the spectacle.  Rather 

than acting in this highly conservative way that is  so often 

attributed to bankers, many joined forces with the 

speculators, holding companies, and trusts to push stocks to 
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new heights while endangering the security of depos itors’ 

money. Even those who did not join in the manipulat ions of 

their colleagues were eventually hurt by failures. When one 

bank failed the assets of others were frozen. Unfor tunately, 

the primary market for bank’s securities was other banks. One 

failure caused new runs on other perfectly sound, i f not 

liquid, banks. “The banking structure was inherentl y weak. The 

weakness was implicit in the large numbers of indep endent 

units.” 34 

 Banks not only owned and traded securities but als o 

formed affiliates to underwrite new issues and part ake in 

manipulations outside of what the law permitted the  bank 

itself to do. No complex or entangled structural ch anges were 

necessary to create such affiliates. The bank simpl y loaned 

money to a security affiliate owned and run by eith er the bank 

or its directors. This affiliate did not come under  the 

banking laws and proceeded to engage in any type of  business 

from which the parent company was barred. 

 One practice of bank presidents and directors was to 

manipulate bank stocks using bank money. John Kenne th 

Galbraith tells of one of the more spectacular mani pulators, 

Albert H. Wiggin, variously President, chairman of the board, 

and chairman of the governing board of the Chase Ba nk. 

In 1929 he received $275,000 compensation as head o f 
the Chase. He was also director of some fifty-nine 
utility, industrial, insurance, and other 
corporations and from some of these received a 
handsome salary. Armour and Company had paid him 
$40,000…; he got $20,000 a year from the Brooklyn-

                                                           
34

 Galbraith, op. cit., p. 184. 



26 

 

Manhattan Transit Corporation; at least seven other  
firms paid him from two to five thousand annually. 35 

 
It is doubtful that these salaries were compensatio n for 

Wiggin’s superior business knowledge as the compani es who paid 

them were borrowers from the Chase. 

But the most remarkable of Mr. Wiggin’s 
extracurricular interests was a bevy of private 
companies. Three were personal holding companies, 
two of which were named sentimentally for his 
daughters. Three others were incorporated in 
Canada….These companies were the instruments for an  
astonishing variety of stock market operations. In 
one operation in the spring of 1929 Shermar 
Corporation…participated with Harry F. Sinclair and  
Arthur W. Cutten in a mammoth pool in the common 
stock of Sinclair Consolidated Oil Company…. The 
operation netted Shermar $891,600.37 on no apparent  
investment. 36 

 
Without much difficulty Wiggin borrowed the funds f or his 

outside ventures from the Chase bank. The differenc e between 

his operations and the operations of bank affiliate s is that 

only Wiggin profited from his (allowing for the int erest he 

paid the bank for his loan), while stockholders or at least a 

group of directors profited from affiliates. 

However, the most breathtaking of Mr. Wiggin’s 
operations were in the stock of the Chase National 
Bank. These, in turn, were financed by the Chase 
Bank itself. In one exceptionally well-timed coup 
Shermar Corporation, between September 23 and 
November 4, 1929, sold short 42,506 shares of Chase  
Stock… …The short sale anticipated the crash. Then 
on December 11, 1929, Murlyn Corporation…bought 
42,506 shares of stock from an affiliate of the 
Chase National Bank and from the Shermar 
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Corporation. These shares were used to cover 
Shermar’s short sale…The profits on the 
operation…were $4,008,538. 37 

 
 To infer that this type of manipulation was the us ual 

practice of bank officials would be as absurd as th e 

manipulations themselves. However, many other high officials 

in banks used similar methods to further their own and the 

banks’ aims. The purpose of discussing the extreme case of Mr. 

Wiggin is simply to show to what degree stock manip ulation 

could be carried out by so-called “conservative” ba nkers. 

 Even bankers who kept within the legal and ethical  

boundaries which their offices afforded them were a ffected by 

the stock market boom and subsequent crash. Banks w ere 

permitted to hold better securities (some common st ocks, some 

preferred stocks and many bonds) up to a percentage  of their 

asset value. With a rising market few could resist expanding 

their holdings to the maximum limit. Interest rates  on 

callable loans 38 rose to above 10%, attracting much bank money. 

Bankers’ acceptances, largely used for financing fo reign 

trade, rose to new highs preceding the crash. 

 With the crash, the value of the securities held b y banks 

dropped drastically. Foreign and domestic bonds, wh ich were 

largely held by banks, found bottom, causing many 

repercussions in the banking field. As stock prices  dropped, 

brokers and banks began to call for more equity on loans 

secured by stocks and bonds. However, before money was put up 
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or the securities sold out the prices often dropped  well below 

the equity kept by the bank or brokerage house. Ban ks who had 

loaned $90 on $100 worth of securities were left ho lding 

securities now worth on $50. The choice was to sell  clients 

out and further depress prices or to cover them by extending 

additional loans, trying not to flood the market wi th more 

securities. Many banks covered for a while but all eventually 

succumbed to the rapidly declining security prices and sold 

the clients out, often incurring large losses. 

 The drop in world commodity prices sent bankers’ 

acceptances plummeting. Panics and bank failures ab road set 

off a chain reaction here and domestic failures bec ame more 

frequent. Each failure brought about another panic as the 

failing bank would carry with it assets of the stro nger banks. 

Many banks were in a good financial position but un able to 

attain a high enough degree of liquidity to satisfy  the 

crowds’ demands for money. “The weak destroyed not only the 

other weak, but weakened the strong…” 

 Needless to say, such a banking system, once in th e 

convulsions of failure, had a uniquely repressive e ffect on 

the spending of its depositors and the investment o f its 

clients. 39 What resulted was a mutually reinforcing downward 

spiral on both the demand and supply sides. 
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CHAPTER THREE 

Governmental Security and Securities Exchange Contr ol 

 

Securities Act of 1933 

 

 The apparent consequences of the 1929 crash brough t on a 

surge of literature and public opinion directed aga inst the 

stock market. However, it was not until 1933 that e ffective 

legislation regulating at least some of the practic es involved 

in distributing new issues was passed. Before actio n was taken 

America underwent almost four years of depression a nd a change 

in administration. Much is offered in defense of th is time 

lapse but perhaps the most realistic reason is that  American 

business was traditionally considered independent o f 

governmental interference. The areas and extent of control 

exercised through New Deal legislation was without precedent. 

Securities exchanges had acted as both law makers a nd auction 

places for the securities traded under their auspic es. 

Perhaps, the turning point in the governmental atti tude was 

reached when Richard Whitney, the president of the New York 

Stock Exchange, was arrested for and convicted of 

embezzlement. Many scandals added further impetus t o the 

already proven need for governmental intervention, and action 

was taken in 1933 and 1934 that was to be the basis  of all 

security and exchange control to date. 

 The Securities Act of 1933 was primarily concerned  with 

the initial financing and distribution of securitie s rather 
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than subsequent trading of these securities. 40 The preamble 

states the purpose of the act as “To provide full a nd fair 

disclosure of the character of securities sold in i nterstate 

and foreign commerce and through the mails, and to prevent 

frauds in the sale thereof…” 41 The initial commission set up to 

enforce the act did not have to approve or even con sider the 

merits of the new issue but simply demanded disclos ure of 

certain features of the issue and determine whether  this 

information was complete and accurate. 

 Under the Securities Act of 1933 all new issues, w ith 

insignificant exceptions, were required to register  a 

prospectus with the commission. There are over twen ty-five 

sections in the act indicating what must be present ed in the 

prospectus, but the most important requirements are : 

 1) location of principal business 

2) amount of securities owned by directors, officer s,       

   underwriters and remuneration paid to each 

3) breakdown of capitalization 

4) outstanding options 

5) purposes of new issue 

6) underwriting terms 

7) balance sheet and profit and loss statement 

Before the act was passed, and especially during th e boom of 

the twenties, new issues came out, and were rapidly  purchased, 

without any of these facts being known by purchases . Often 

prospecti were more in the form of advertisements f or the 

stock than accurate reports of the company’s positi on. People 
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knew only what was passed on through the underwrite r to the 

brokers, who often received larger commissions for pushing new 

issues out to their clients. The stock exchanges di d not 

require specific publication of the facts attached to a new 

issue. Although the Securities Act of 1933 did litt le more 

than make available to the public accurate informat ion 

concerning new issues, it prevented outrageously fr audulent 

transactions and offered the literate public a foun dation on 

which to base its purchases of new issues. The prec edent of 

governmental control of securities was set by this act. 

 

Securities Exchange Act of 1934 

 

 Of the two acts the later is far more comprehensiv e and 

effective as a regulatory statute. Its purpose is “ to provide 

for the regulation of securities exchanges and of o ver-the-

counter markets operating in interstate and foreign  commerce 

and through the mails to prevent inequitable and un fair 

practices on such exchanges and markets…” 42 It is primarily 

concerned with post-distribution trading, but inclu des the 

disclosure principles established in the Securities  Act of 

1933. 

 The Securities Exchange Act of 1934 established a 

permanent Securities and Exchange Commission as the  organ to 

put into effect and carry out the regulations state d in the 

act. 43 All publicly held securities, with insignificant 

exceptions, were required to register with the S.E. C. Whereas 
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the 1933 act had only required registration for new ly issued 

securities, the 1934 act required it for all securi ties traded 

by the public. The declarations included in the reg istration 

statement, although not quite as diverse as those o f the 1933 

act, were basically the same. The S.E.C. also requi red that 

all publicly owned companies issue reports of progr ess and 

financial statements periodically. These requiremen ts afford a 

larger measure of accurate disclosure to people who  buy and 

sell securities. 44 

 Added to this increase of disclosure is the larges t step 

the government had ever taken to regulate the secur ities 

exchanges. All national securities exchanges were r equired to 

register and adhere to the rules of the S.E.C. The Act 

assigned to the Federal Reserve Board the power to determine 

how much of the nation’s credit was to flow into se curity 

markets. Margin requirements were regulated by the Board with 

enforcement in the hands of the S.E.C. Much of the kind of 

stock manipulation which resulted in unrealisticall y high 

stock prices was eliminated. Rules were established  for short-

selling, the specialist system, all types of floor trading, 

and general brokerage procedure. 

 Through the passage of these two acts the independ ent 

law-making securities exchanges were brought under 

governmental control. The precedent was set by the Securities 

Act of 1933 and reinforced by the Securities Exchan ge Act of 

1934. On this foundation has been built a superstru cture of 

governmental control of securities which has increa sed with 

the passage of time. Indeed, the days of the self-g overning 
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exchange were the days before the great crash and h ave since 

been ended. 

 

Another Crash? Another Depression? 

 

 In 1961 the question of whether we will soon be in  the 

midst of another stock market crash is being asked.  The volume 

of transactions on the New York Stock Exchange ofte n exceeds 

6,000,000 and has, on a few occasions, broken throu gh the 

7,000,000 mark. Trading has not attained such stead y velocity 

since 1929. More people have been attracted to the prospect of 

making capital gains on the stock market than in an y other 

period of American history. Many securities are sel ling at 

prices far out of proportion to their earnings or e ven future 

earnings prospects. The economy is recovering from a 

recessionary period at a slow rate while stock pric es climb at 

a fantastic one. The mass optimism that was so evid ent in the 

late twenties is implicit in our present stock boom .  

 There is evidence of the same type of manipulation  that 

raged during the boom of the twenties. Recently a s pecialist 

on the American Stock Exchange was barred from futu re 

transactions due to the way in which he was rigging  the market 

in certain securities. “Inside information” passes around the 

“street” at an appalling rate and leads the uninfor med masses 

into security purchases that should not be made. Th e 

speculative fever has once again taken hold. Where it shall 

carry the market or if the repercussions shall be a s great as 

those of 1929 are difficult to determine but a less on should 

be learned from the debacle of 1929. 
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 There are two separate issues that deserve emphasi s.  

1) Can there be another crash? 2) Would a stock mar ket crash 

have effects on the economy similar, in intensity, to those of 

the 1929 crash? Since 1929 many restrictions and co ntrols have 

been enacted to prevent a repeat performance. Altho ugh these 

restrictions have not yet undergone a major test, t here is 

adequate reason to believe they act as a brake on a  

speculation. The nature of the American economy has  changed 

sufficiently since the New Deal to protect itself f rom 

repercussions as serious as those that the 1929 sto ck market 

crash.  

 The Securities Act of 1933 and the Securities Exch ange 

Act of 1934 have done much to inform and protect th e public. 

Through these two acts the Federal Reserve Board no w has the 

power to control margin requirements. Whereas secur ities were 

purchased on 10% margin then, they must be purchase d at 70% 

now. The Federal Reserve can change this requiremen t as the 

times may demand. However, there is a commonly used  method of 

avoiding margin requirements. Banks may lend as muc h money as 

they please on demand loans. A man who purchases se curities 

and pays full price can then take his securities to  a bank and 

borrow from 65 to 85% of their market value. The ex tent to 

which this “catch” is exercised remains a mystery a s banks are 

not required to include the nature of their loans i n their 

public statements. 

 The S.E.C. requirements pertaining to the issuance  of 

accurate prospecti have done much to protect the pu blic from 

fraudulent security issues. However, the S.E.C. doe s not 

require the issuing group to give the public a “goo d deal.” As 
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long as the information given is accurate the S.E.C . allows 

the securities to be sold. The only protection the public has 

regarding the merits of the issue is that afforded them by 

their judgment or the judgment of those more qualif ied to 

determine the value. Often this judgment leaves muc h to be 

desired. The S.E.C. and the exchanges have minimum 

requirements for the certification of stock brokers . These are 

an improvement over what was in effect in the 20’s but more 

improvement and qualified brokers might lessen the differences 

between prices and values.  

 The leveraged holding companies and trusts of the 

twenties, which added so much impetus to the boom a nd velocity 

to the panic, are no longer in existence. Those tha t weren’t 

the cause of their own destruction have been elimin ated by 

government action. In their place is a new group of  

institutional investors. Insurance companies and mu tual funds 

are now responsible for a large portion of stock tr ansactions. 

Although they take large blocks of stock off the ma rket and 

create a scarcity of many issues, they provide more  of a 

stabilizing influence – indeed a conservative one –  than a 

speculative one. The main objectives of this type o f 

institutional investment are income and capital acc umulation 

through proven growth companies. This investment is  less 

concerned with short term fluctuations, which the p ublic 

reacts so strongly and more concerned with the resu lts of 

long-term commitments. Neither mutual funds nor ins urance 

companies are permitted to purchase securities on m argin or to 

get into a leverage position; thus they induce an i nfinitely 
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higher degree of stabilization for the stock market  than did 

their predecessors.  

 Since 1929 many laws have been enacted to eliminat e the 

possibility of another crash. Overt speculation and  

manipulation have been minimized through these laws  and the 

new institutional structure of stock exchanges. The se 

developments have not yet undergone a test of suffi cient 

magnitude to judge their prohibitive qualities. Per haps they 

never will; however, the Dow-Jones Averages have ri sen from 

198.89 in the beginning of 1950 to 700.00 now and t he 

speculative fever exhibited today may well provide a test in 

the near future.  

 That the economy would react as seriously to a new  crash 

as it did to the 1929 crash is improbable. No longe r is the 

stock market, as an institution, central to the eco nomy’s 

development. The proportion of investment funds obt ained by 

market finance today is decreased by the structure of American 

business. Since 1929 the trend in both large and sm all 

corporations is towards financing from within. Rath er than 

profit distribution through large dividends and fin ancing 

through the issuance of securities, American busine ss is now 

“plowing back” much of its profits into development . Perhaps 

the two most decisive elements in this change were the lack of 

outside finance available during the depression and  the new 

tax structure created during the New Deal. Under th is new tax 

structure dividend income is taxed twice. Rather th an pay 

liberal dividends, corporations tend to use their p rofits for 

new development. 
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 The tax structure has evened out the distribution of 

income and capital holdings. 

Average Family Income after Income Taxes 45 

(In dollars of 1950 purchasing power) 

  

Lowest fifth of all families $1,060  

Second lowest $2,360  

Third lowest $3,440  

Second highest $4,690  

Highest $8,880  

Highest five per cent $14,740  

 

The economy no longer depends on a high rate of lux ury or 

investment spending for stability. Government spend ing 

provides a minimum guarantee of protection even if consumption 

and investment were to drop drastically. Indeed, th e prime 

insurance we have today evolves out of the preceden t set by 

New Deal fiscal and monetary policy making. The Fed eral 

Deposit Insurance Corporation and banking legislati on provide 

the public with substantial protection from another  banking 

crash. Although confidence would be adversely affec ted by a 

repetition of 1929, the economy could not be depres sed to the 

1930’s level. 
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SUMMARY AND CONCLUSION 

 

 Among the most important peacetime problems that 

economists are concerned with today are the stabili zation and 

growth of the economy. Any factor capable of impedi ng these 

processes should be examined in the hope of either isolating 

or minimizing its effects. History often provides t he 

empirical data necessary for hypothesis; however, t heory must 

be preceeded by careful analysis of the proposition s 

themselves before it can be considered valid explan ation of 

phenomena. Often hypothesis is substituted for the higher 

form. Such is the case with most of the literature and 

commentary about stock market effects on the econom y. 

 Following in the wake of the 1929 crash were huge 

quantities of both verbal and written opinion about  the stock 

market’s role in the economy. Is the stock market n o more than 

a “barometer of the nation’s activity” or is it a s elf-

propelled organ of speculation capable of destroyin g the 

nation’s stability? At this time macro-economic ana lysis was 

unknown to the Anglo-American economic community. T he 

relationships between consumption, investment and g overnment 

spending had not been realized. Economists had 19 th  century 

tools and were not prepared to explore this 20 th  century 

phenomenon. Emotion and pragmatism prevailed in the  opposing 

arguments which resulted in little more than unbase d 

generalities, pseudo-moralism, inaccurate phraseolo gy and 

ideology, and vague analogies. 46 
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 This semantic confusion did not succeed in explori ng or 

even categorizing the propositions. Nor did it answ er the 

basic question of whether the stock market acts as a principal 

cause, a secondary propellant, or merely an indicat or of 

economic fluctuations. That it is necessary to dise ntangle 

this confusion and set it into macro-economic terms , which 

yield a more measurable system, is unquestionable. The 

difference between the twenties’ American economy a nd the 

present one are great, but the parallels are equall y great. 

Recognition of these similarities and differences i s essential 

if steps are to be taken to avoid a repetition of p ast errors. 

 The nature of the twenties’ stock market boom was purely 

speculative. Rising stock prices attracted the publ ic whose 

demand for securities soon outweighed the supply. S tock prices 

rose frantically. Newly issued securities rose to p rices far 

out of proportion to their earning capacities. To c ompensate 

for the lack of supply of securities and take advan tage of the 

unusually high demand for them, financiers created investment 

trust and holding companies. These highly leveraged  companies’ 

stocks rose at a much greater rate than general sto ck prices. 

However, when the stock market began its decline, l everage 

worked in reverse adding velocity to the descent of  the 

investment trust and holding companies. 

 The boom was accompanied by a phenomenal increase in 

margin trading. The leverage that the trusts obtain ed through 

bond issues, the public obtained through margin. Im mediately 

preceeding the crash, broker’s loans reached height s never 

before conceived. The resulting demand for call mon ey drove 

interest rates up. These higher rates, in turn, att racted new 
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sources of loanable funds. Corporations found loani ng excess 

funds on the call money market more profitable than  investing 

it in their own businesses. The high interest rates  drove bond 

prices down and attracted gold to the United States  from the 

rest of the world. This cycle, centering around ris ing 

interest rates, cause serious consequences for both  the 

domestic and international economy. 

 For some unknown reason it is generally assumed th at, 

immediately preceding the crash, there was a seriou s drop in 

economic indexes. However, before the end of the de bacle, 

these indexes actually declined only minutely. 47 The crash did 

not reflect the current state of the economy but in stead 

predicted its future trend. 

 The state of the world economy during the twenties  was 

precarious. The First World War and the Versailles Conference 

created a vast complex of economic circumstances. T he United 

States had become a creditor nation with most of Eu rope in its 

debt. Between 1924 and 1929 most of this debt was f inanced on 

the American bond market. With rising stock market prices and 

interest rates, the bond market fell to levels that  made new 

financing impossible. 

 Europe was in a recession months before the stock market 

crash, but the crash itself brought on Europe’s dep ression. 

The European stock exchanges and commodity markets dropped in 

sympathy with their American counterparts. Internat ional 

credit was virtually destroyed, and further decline s in the 

bond market made it impossible for Europe to obtain  foreign 

exchange by refinancing. Rumors that foreign nation s were 
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unable to pay off their loans caused a vicious circ le of 

international liquidation. This circle hurt not onl y the 

European nations but also the banks, individuals, a nd 

organizations that held foreign bonds and were forc ed to 

liquidate as prices dropped. 

 The frequently advanced theory that stock market p rice 

fluctuations cannot affect consumption has been pro ven 

incorrect. Although it is true that relatively few people 

owned securities, it is also true that the economy of the 

twenties depended on these few to provide a high le vel of 

luxury spending. Aside from this direct effect on t he 

consumption of the wealthier classes, the crash had  other 

secondary effects: the lowering of the confidence l evel of a 

highly stock-conscious public, the losses of income  and 

capital resulting from dividend cuts and bank failu res, the 

loss of farm income due to the sympathetic drop in commodity 

prices, and the necessary cuts in American exports because of 

the poor situation abroad. 

 The most important function of the stock market is  to 

facilitate the financing of business enterprise. Du ring the 

twenties the United States had and needed a high ra te of 

investment to maintain its growth and standard of l iving. 

While the stock market boomed, it was simple for bu siness to 

obtain the financing it needed. However, after the crash this 

became impossible. Not only could business not obta in new 

finance, but also it did not desire expansion. The stock 

market crash destroyed both the supply of new finan ce and a 

great portion of the demand for it. 
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 The drop in businessmen’s expectations of future p rofits 

caused them to curtail investment plans. The stock and bond 

markets were not attracting available funds, thus n egating 

their function of facilitating the finance of busin ess. During 

the twenties the economy depended upon large and in creasing 

investment spending, but both the demand for and th e supply of 

investment funds were curtailed by the crash. 

 Many of the enterprises that had obtained finance during 

the boom were little more than schemes to attract p ublic 

money. Corruption also extended into the banking sy stem. Many 

banks and bankers formed affiliate companies in ord er to 

circumvent the law. They often joined forces with s peculators, 

holding companies, and investment trusts, using dep ositor’s 

money for manipulations. Many of the fraudulent sit uations 

that flourished during the boom were uncovered afte r the 

crash. 

 Banks and financial organizations which had not 

participated in the illegal manipulations were ofte n seriously 

affected by the manipulations of others. When stock  and bond 

prices fell so disastrously, the asset value of ban ks dropped 

accordingly. Aside from the stocks and bonds the ba nks held on 

their own account, those they held for equity on lo ans to 

clients dropped at a rate which canceled the equity  value. 

They were faced with the choice of either selling o ut the 

clients, at a loss to themselves, or holding client s’ stocks 

in hopes of a future rise in stock prices. Eventual ly most 

holdings were sold out. 

 Another serious problem they faced was the failure  of 

other banks. When one bank failed, assets of many o thers were 
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frozen. Rumors spread, causing runs on other banks whose 

assets were either frozen or not in liquid form. Fr om such 

difficulties evolved new rumors and panics which pr actically 

destroyed the American banking system. These proble ms were 

reinforced by the fact that the only market that ha d ever 

existed for many bank assets was the other banks. B ut now all 

were trying to sell, and none willing to buy. This simply 

generated greater velocity to the bank panics. Need less to 

say, a system failing so badly further repressed th e spending 

of its depositors and the investment of its clients . 

 To this point we have only regarded the effects th e crash 

had on the separate sectors of the economy, but the re are 

relationships between the various sectors which mut ually 

reinforced the downward spiral. When the market dro pped, it 

induced similar declines in the already depressed a reas of 

Europe, the banking crisis, the commodity price dro ps, drops 

in investment and consumption; in short, it had “ci rcular and 

cumulative causative effect” downwards. 

 European insolvency meant that interest on loans, and 

quite often the loans themselves, could not be paid  off. Many 

American banks had financed these loans, and bank a sset values 

dropped with the drop in the loan values. Banks wer e forced to 

declare themselves bankrupt, creating panic and fre ezing the 

assets of other banks. Runs on the banks brought ab out by new 

rumors caused more banks to close and more runs. Ne w 

liquidations dropped prices even further. The vicio us circle 

repeated itself again and again. For the first time  the degree 

of world-wide economic interdependence was realized . 
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 However, this is only one of the smaller causative  

circles of the great depression. Many factors were involved in 

the individual drops of both consumption and invest ment, but 

the relationship between the two was most important  in 

dragging the economy to the depths it reached. On a  simple 

level it is obvious that if there is a shrinkage in  the level 

of consumption, businessmen will not increase consu mption 

goods investment to produce goods which will not be  sold. It 

is more likely that they will decrease investment. 

Accompanying a decrease in investment is a decline in 

employment because less jobs are available. Less in come is 

generated which means less consumption, as consumpt ion is a 

function of income. Thus the vicious circle repeats  itself 

causing further declines in the Gross National Prod uct. 

 During the period immediately following the crash 

investment contracted at a phenomenal rate. This dr op in 

investment caused exaggerated declines of income an d, hence, 

consumption. The declines in consumption reinforced  the 

curtailment of investment. Although these circular 

relationships are small in their scope, in contrast  to the 

many interrelated factors that formed the “circular  and 

cumulative causation” downwards, they illustrate on  a simple 

level the more complex relationships touched off by  the stock 

market crash; namely that the economy is mutually d ependent in 

a great variety of ways. To estimate the total effe cts of such 

movements these examples would have to be multiplie d a 

thousand fold. 

 Since the crash and subsequent depression, many 

safeguards have been built into the stock market an d the 
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economy to prevent a recurrence. In the stock marke t today 

there is a system of government control unduplicate d in the 

annals of American history. Margin requirements, po ssible 

fraudulent manipulation, and general brokerage proc edure are 

all under the vigilant eye and iron hand of the S.E .C. 

However, the trend on the stock market today reflec ts little 

of the lesson that should have been learned from th e past. 

Speculative fever is not controlled by a governing body and 

lessons fade into the background with the possibili ties of new 

and larger profits.  

 Since the beginning of 1961 the stock market has a gain 

taken on the speculative nature that was so evident  in 1929. 

The run for profits is on and, more likely than not , many will 

be made; but the question that remains is the value  of the 

rising stocks and at what point should the stock ma rket stop 

climbing. When that point is reached will it be cli maxed with 

a mass selling orgy comparable to that of 1929? Thi s is 

improbably because there are built-in safeguards ag ainst this 

type of forced selling. However, a new collapse, pe rhaps not 

as serious as that of 1929, is not entirely out of the 

question; although it would not have the same effec ts on the 

economy as in 1929. 

 There have been many changes in the structure of t he 

American economy which strengthen it sufficiently t o withstand 

a stock market crisis. The holding companies and tr usts, which 

toppled with the 1929 crash dragging along with the m the 

companies and funds they controlled, are no longer in 

existence. 
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 The structure of American finance changed during t he 

depression so that both large and small corporation s finance 

more from within. This “plow back” procedure offers  them 

protection from the possibility of being unable to obtain 

financing on the markets. New Deal legislation has resulted in 

a better distribution of income, thus the economy n o longer 

depends on a high rate of investment or luxury spen ding for 

stability. 

 Government spending constitutes a larger amount of  the 

Gross National Product than in any previous period,  and this 

amount seems to be increasing yearly. This spending  acts as a 

minimum guarantee, were investment or consumption t o be 

seriously retarded. The New Deal banking laws and s ecurity 

measures have eliminated the possibility of a major  bank 

failure. Security is the key to the American econom y. We 

protect ourselves with social security, unemploymen t pay, farm 

programs, pensions, and a sliding tax scale so that  our 

capitalist economy can function with sufficient pro tection 

from its capitalistic nature. 
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