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Understanding The Game
As the last decade—and millennium—

were drawing to a close, it seemed as though the
mighty capitalistic American economy had
reached its destiny. Growth and job creation
were surging. The U.S. stock market was
reaching new heights. Interest rates and inflation
were relatively tame. The U.S. dollar—the
world’s reserve currency—stood out as the paper
that everyone wanted; and its value also moved
inexorably higher.

It seemed as though the good times would
never end. Even the Y2K scare proved to be
much ado about nothing; and after we flipped our
calendars to the Year 2000 and learned all was
still well with the world, the party briefly
continued.

But then
the landscape for
investors began to
change; and has
continued to do so
radically during
the last four or so
years. The
historic bull
market in stocks
that carried us
throughout most
of the 1980s and
1990s breathed its
last. Following
its March, 2000
peak, the high-
flying Nasdaq
began losing its
air at an

accelerating rate. Initially, the broader market
withstood the bleeding in technology, Internet
and telecommunications stocks. Soon, however,
even many of the value-oriented issues that
bucked the initial trend were caught up in the
selling.

What resulted for a while was the worst
three-year period for the stock market in six
decades. From 2000-2002, the Standard and
Poor’s 500 Index shed 39% of its value. This
eclipsed the 34.2% loss that same measure
suffered from 1939-1941.

Just as has happened during virtually all
the prior major downturns in the stock market, the
investing intelligentsia groped for reasons why

their party had been
so rudely crashed.
Through early 2000,
most everyone was
a hero or a genius—
or both. Now, the
“experts” had turned
into goats.
Continued on page 3

A paltry 6% of
respondents in a
recent poll at
least came close
to the truth,
when they
blamed Fed
Chairman Alan
Greenspan for
the woes of the
last few years
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AN EARLY “WAKE-UP CALL”

Early on in what was the first phase of my
involvement in the investment world, I learned a
hard lesson as to why it was CRITICAL for
anyone in my position to understand the nature of
not only the Federal Reserve itself, but how the
central bank’s actions have predictable effects on
the economy and markets.

Back in 1979, fresh out of high school and
at the ripe old age of 18, I was recruited by a local
financial planning firm in my home town of
Binghamton, New York. In the Fall of that year,
I obtained the necessary licenses to become
involved in the insurance and investment world.
Eventually, I became a general securities
principal and helped supervise representatives of
my growing firm, most of whom were old enough
to be my parents, if not in some cases my
grandparents. A bright future seemed to be ahead
of me in an exciting industry.

As much as we all referred to ourselves as
“financial planners,” we were, in the end,
salespeople. Sure, we had many competitive
advantages; but in the end, we wanted—just like
anyone before or since—to sell those investment
products that would make us heroes to our clients.

For a while when I started, I was a hero. I
had in particular been coached to sell one
particularly hot mutual fund which was
capitalizing on the late-1970s surge in commodity
prices and related stocks. In 1979, this particular
fund went up by over 30%; and in 1980, the
increase was 60%. While such double-digit
returns became fairly commonplace in the last
part of the 1990s they were virtually unheard of
back then; so you can imagine how happy our
clients were that we’d had the wisdom to put
them in this fund!

Naturally, we continued to sell this fund
based on its incredible track record. But then
something started to go wrong; namely, the same
mutual fund shares that seemed to be going up
monthly for so long (if not weekly) began to
decline. Weeks then turned into months of
losses. I felt anxious, and somewhat helpless.

I felt helpless because nobody was able to
come up with an understandable reason for me as
to why this previously hot mutual fund was now

taking on gas. I asked my good buddy who was a
wholesaler for that fund what was happening. I
asked colleagues. I asked the partners who
owned the firm I worked for. To a man, they all
gave me the same answer. “Don’t worry, markets
always go up over the long run,” I was told.
“You don’t want to try to time the market.” “You
need to have faith in the fund’s management
team.” Etc., and etc. (Have you heard that from
your broker over the last few years?)

Looking back on this period of time, the
reason why this particular fund (and many like it)
would have suffered was so predictable that it
annoys me even to this day that none of us had
either the understanding or initiative to get our
clients out of harm’s way. As history shows,
then-Federal Reserve Chairman Paul Volcker
resolved that he was going to kill off that
particular bout of commodity price inflation by
whatever means necessary. He raised interest
rates to unprecedented levels, choking off credit
creation and removing the fuel that had taken oil
to near $40 per barrel, and gold—albeit briefly—
to over $800 per ounce. Both began to sink; and
with them, the stocks of those companies
producing and selling the commodities. Just the
kind of stocks our favorite, previously hot mutual
fund was still heavily invested in.

That policy change by Chairman Volcker
was the most dramatic of any Fed chief in the
central bank’s history to that point. That I was
not equipped to 1) understand the ramifications of
that change in policy and 2) protect my clients’
gains when it became necessary gnawed at me. I
never did get a sensible explanation as to why the
losses our clients suffered could not easily have
been foreseen and, therefore, avoided.

Thus, I became resolved to learn and
understand “The Game” of Fed policy and our
monetary system, so as hopefully never to be
caught unawares like that again. Over the last
two decades, I have not only learned “The
Game,” but have been privileged to share what I
have learned in a positive way with untold
thousands of people. I am happy and proud that
you, the reader, now have that opportunity as
well.



The National Investor

September 2004 3 www.nationalinvestor.com

Continued from page 1
As usual, the search has not yet led to the

right answer. In a poll conducted recently by
America Online—participated in by some
250,000 people—members were asked the
question, “Whom do you blame most for the poor
economy and bad markets of the last three
years?” The answers were:

25% -- President Bush
19% -- President Clinton

15% -- Greedy CEO’s
9% -- Dishonest companies

7% -- Dishonest analysts
6% -- Fed Chairman Alan Greenspan

5% -- Greedy investors
5% -- Other

4% -- Terrorists
4% -- Ineffective regulators
2% -- Foreign competition

It stands to reason that when only a
precious few anticipated that the landscape was
about to change dramatically for investors as we
moved into 2000, few today—even with the
benefit of hindsight—can figure out why. After
all, when even Fed Chairman Greenspan himself
seems to have lost his grasp on reality, I guess it
follows that mere mortals will fare no better.

Though long since having been granted
sainthood by investors (to add to his knighthood
status conferred a while back by Queen
Elizabeth) “The Maestro” to some of us has
nevertheless been a man who has himself often
seemed adrift and unsure of what is really going
on the world he rules. In hindsight, we all know a
stock market bubble unlike any seen since the
1920s was created by the Fed Chairman during
the 1990s. Yet he never seemed to admit what he
was doing. Sure, on a few occasions he managed
to publicly talk in hypothetical terms about it,
such as in his famous December, 1996 speech
when he asked the rhetorical question, “How do
we know when irrational exuberance has unduly
escalated asset values, which then become subject
to unexpected and prolonged contractions as they
have in Japan over the last decade?” But for the
most part, Greenspan is a man who is fighting
both history and the laws of mathematics as he
attempts to ameliorate the consequences of
irrational exuberance’s fallout here in America.

Since the end of 2002, a dose of tax cuts,
enormous stimulus by the Fed and the
accumulation of record amounts of both public
and private debt have led to a false prosperity.
Stocks have enjoyed a cyclical upswing; though it
is one that now appears to have ended earlier this
year. The economy is said to be doing well; yet
Main Street doesn’t seem to have the confidence
that many on Wall Street have regained.
Especially as we’re in the home stretch of an
election year, the rhetoric and the bovine feces
are flying as various camps hold forth on their
perception of the future of the American
economy.

Will we return to the good old 1990s?
Are stocks still “good for the long run?” Will the
so-called housing bubble collapse? Is the world
irreversibly changing?

To answer these questions and others, we
must first deal with some basics, upon which we
will then build.

UNDERSTANDING OUR FRACTIONAL
RESERVE SYSTEM

As I have told audiences countless times,
investors—and Americans generally—lack one
basic yet incredibly important understanding
when it comes to finance. We talk about the
rising value of our home. We recently have
spoken in less glowing terms about the falling
value of our stock portfolios. Gasoline, food and
health care costs are rising. For some, future
retirement incomes seem in some doubt.

The one common denominator in these
and so many related discussions is a unit of
measure called the U.S. dollar. You would think
it would behoove the citizenry, or at least those
economists and financial gurus claiming to guide
the hoi polloi, to have an accurate grasp of just
what a dollar is, where it comes from, how it is
managed and all the rest. Yet very, very few
understand the core characteristics of these
dollars they hold, earn, or seek to accumulate
somehow over time. It’s little wonder, therefore,
that the great majority of Americans are so adrift.
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“All the perplexities, confusion and
distress in America arise, not from defects in the
Constitution or confederation, not from want of
honor or virtue, so much as from downright
ignorance of the nature of coin, credit and
circulation.”

--President John Adams

Many of you reading this are familiar with
the above quote. Like similar ones, it is often
used by “hard money” advocates to call for a
return to some type of gold standard for U.S.
currency, if not for a wholesale return to using
physical gold and silver coin in our economy.
It’s been my observation over the years, though,
that the larger context and meaning of Adams’
statement—and its particular application to
today’s economy and monetary system—has not
been fully understood, even by some students of
monetary matters. Most observers, serious
though they may be, often lose sight of the nature
of the “money,” we use today (i.e.—credit) the
process of its creation and the methods by which
it is controlled in what, to me, is a relatively
unimportant issue of what substance money is.

There is nothing magical about the craft of
what some, including the Fed itself, call
fractional reserve banking (a “craft” it can indeed
be called.) Money creation is a deliberate,
definable process; its volume and price are fairly
identifiable. Few have been able to put all of the
pieces together, though and identify—and
understand—“The Game,” and how it works.
As the British economist John Maynard Keynes
wrote in his 1920 book entitled, The Economic
Consequences of the Peace, “not one man in a
million” is able to diagnose the intricacies of
central banking, its inflationary component, and
how over time it robs the masses of wealth.

We’re about to increase those odds.
When we do—once you understand what

follows—you will immediately have more insight
into what makes this whole mechanism called the
U.S. economy work than does your local banker.
You’ll have a much better idea of which way the
financial markets and interest rates are going than
does your most tenured local stock broker (who,
if he or she is like most, is nothing more than a

glorified salesman anyway.) And, of course,
you’ll be in a better position than most to
generate profits in your investments and, just as
importantly, to know how to preserve them as
well.

To understand it all, we must first
understand what we use as money; what it is,
where it comes from, how it comes into being,
etc... For the purposes of this report, at least, it
makes no difference whether what we use AS
money is gold, silver, paper, bookkeeping entries,
or numbers on a computer screen. Once we fully
understand the way in which our dollars are
“born” and subsequently work their way into and
through the economy and markets in a fractional
reserve system, we’ll be far better equipped to
understand all the things going on around us,
including in our portfolios.

I like to use simple analogies whenever I
can in trying to convey an important point. This
is especially true when attempting to teach the
process of money creation. In doing seminars,
radio, writing and otherwise sharing this critical
understanding over the years, my favorite prop
has been an ordinary deck of playing cards.
When possible, I’ll take four people and place
them at a table. I am the “banker”; thus, I have
the ownership and ultimate control of the deck.

To show how what we use as money
today (essentially, bank credit, called dollars)
comes into being, and how it works, I deal each
of the four people at the table five cards. I inform
them that they have until this evening to play one
or a number of games among themselves with
those cards, provided they play by some general
rules that I establish.

I also inform them that when I return each
player will be obligated to repay me; not five
cards, which was the amount of the “principal” I
loaned, but six cards. After all, the cards are
mine; I am entitled to a profit, or “interest,” for
loaning them to each of the players. Thinking
that they each might have a reasonable chance,
since they’re all experienced card players, they
agree.

Oh, and one final condition. If any of the
four is unable to pay me six cards when I return, I
will be the new owner of their home.


