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I
n  the  past,  I’ve  admitted  to  macroeconomics  being  one  of  my  dark,  guilty  pleasures.  To  some  “value”  investors  

this  seems  like  heresy,  as  Marty  Whitman
1
  once  wrote,  “Graham  and  Dodd  view  macro  factors  .  .  .  as  crucial  to  the  

analysis  of  a  corporate  security.  Value  investors,  however,  believe  that  macro  factors  are  irrelevant.”  I  am  clearly  a  

Graham  and  Doddite  on  this  measure  (and  most  others  as  well).  I  view  understanding  the  macro  backdrop  (N.B.  not  

predicting  it,  as  Ben  Graham  said,  “Analysis  of  the  future  should  be  penetrating  rather  than  prophetic.”)  as  one  of  the  

core  elements  of  risk  management.  

stems  not  from  my  background  as  an  economist,  but  rather  from  a  small  collection  of  bank  notes  that  my  father  gave  to  

in  this  collection  is  a  one  million  mark  note  from  the  Weimar  Republic;;  it  is  this  note  that  is  responsible  for  my  interest  

come  from  my  collection
2

My   interest   in   these   unusual   events   was   reignited   by   my   exposure   whilst   a   student   to   the   monetarist   view   of  

The  quantity  theory  of  money  states  MV  =  PY,  which  reads  as  money  times  velocity  equals  price  times  output.  This  

is  an  identity  (it  must  be  true).  In  order  to  turn  this  into  something  more  useful,  some  behavioural  aspects  or  causality  

printing)  and  consequently  result  in  higher  prices.  In  essence  this  is  the  result  of  the  ability  of  governments  to  impose  
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     Martin  J.  Whitman,  Value  Investing:  A  Balanced  Approach
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shorten  as  workers  demand  wages  at  increasingly  regular  intervals  (weekly,  daily,  hourly,  etc.),  and  dash  out  to  spend  

their  cash  as  soon  as  they  can.  This  means  that  even  though  the  money  supply  is  growing  as  rapidly  as  the  government  

can  crank  the  handle  of  the  printing  press,  it  can  never  keep  up  with  rising  prices.  As  prices  rise,  velocity  rises,  and  so  

forth.
3

it  prints  money  to  make  up  the  gap.  

raise  revenues).  This  viewpoint  clearly  assumes  that  the  money  supply  is  exogenous  and  controlled  by  the  central  bank.  

massive  expansion  of  the  central  banks’  balance  sheets.  

To  me  the  use  of  this  quantity  theory  framework  is  reminiscent  of  the  false  memory  problem  in  psychology.
4
  False  

memory  refers  to  cases  in  which  people  remember  events  differently  from  the  way  they  happened  or,   in  the  most  

dramatic  cases,  remember  events  that  never  happened  at  all.    The  most  disturbing  and  tragic  examples  include  so-­

called  recovered  or  repressed  memories  of  events  such  as  abuse,  which  are  “remembered”  under  the  supervision  of  

  Researchers  have  shown  that  a  week  after  people  were  told  about  

In  fact,  as  this  paper  was  making  its  merry  way  through  our  publication  process,  an  exceptionally  relevant  new  study  

landed  on  my  desk.   The  abstract  reads  as  follows:

depicting  that  event.  Approximately  half  the  participants  falsely  remembered  that  the  false  event  happened  …  Political  

seeing  Barack  Obama  shaking  hands  with  the  president  of  Iran,  and  liberals  more  likely  to  remember  George  W.  Bush  

the  kind  that  produces  false  memories.  

caused

3
     To  make  the  quantity  theory  fit  the  hyperinflation  scenario,  Cagan  basically  had  to  abandon  the  “normal”  assumption  of  a  stable  velocity  of  circulation.
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Do,”  Psychonomic  Bulletin  &  Review,
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money   (as  a  matter  of  logic,  if  the  government  is  the  sole  issuer  of  currency,  it  has  to  spend  before  it  can  collect  

thankfully  rare  events,  representing  occasions  when  populations  lose  complete  faith  in  their  currencies.  

  stand  out:

1.     Often,  but  not  always,  wars  of  one  form  or  another  cause  large  supply  shocks.  Regime  

They  represent  a  hit  to  potential  output  and  thus  are  a  key  mechanism  for  creating  the  excess  demand  so  

   If  we  think  in  terms  of  the  quantity  theory  expression  MV  =  PY,  then  the  output  shock  is  modeled  by  a  big  

drop  in  Y,  which,  given  unchanged  M  and  V,  means  that  P  has  to  rise  in  order  to  maintain  the  relationship.  

Of   course,   unchanged  V   and  M  are   not   good   assumptions   as  we  will   see,   but   note   that   the  monetarist  

interpretation  of  the  quantity  is  completely  backwards.  

   The   clearest   explanation   of   the   importance   of   supply   shocks   comes   from   Bill   Mitchell.

following  simple  diagram  and  accompanying  text  to  make  his  case.  

axis   is  real  output  and  full-­employment  potential  output   is  shown  by  the  vertical  green  line  (inferring  no  bio-­

AB
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The  red  line  (top)  which  intersects  Point  A  is  the  aggregate  demand  line  and  shows  the  current  state  of  spending  in  

the  economy  at  different  real  income  levels.  It  is  upward  sloping  because  consumption  rises  with  national  income  

components  (consumption,  investment,  net  exports  and  government  spending).

Now  imagine  that  some  supply  shock  occurs:    

“Potential  output  would  steadily  contract  and  I  have  shown  a  particular  revised  potential  line  (a  contraction  of  the  

overall  capacity  of  the  economy  to  produce).  

If  you  think  about  current  demand  levels  in  relation  to  that  new  dramatically  reduced  supply  potential  you  quickly  

see  there  is  a  huge  excess  demand  (spending)  measured  by  the  gap  between  points  B  and  D.  But,  in  fact,  as  the  

income  levels  fall,  the  economy  would  actually  contract  along  the  top  red  aggregate  demand  line  (as  income  falls,  

so  does  consumption  and  saving).  At  point  C  there  is  still  excessive  demand  (spending)  in  relation  to  the  new  

potential  capacity.  

spending  automatically  or  even  necessarily.  

The  upshot  is  that  price  level  would  be  rising  in  this  economy  long  before  it  reached  point  D  from  point  A  because  

of  the  chronic  excess  spending  relative  to  the  dramatically  lower  capacity.”  

2.   Big  debts  denominated  in  a  foreign  currency.  This  practice  leads  to  the  devaluation  of  the  currency,  which  

in  turn  leads  to  the  rising  price  level.  Quantity  theorists  argue  the  reverse  causation.

3.   Crucially,  the  need  for  this  element  was  pointed  out  by  Joan  

Robinson

by  itself.  But  if  the  rise  in  money  wages  is  brought  into  the  story,  the  part  which  each  plays  can  be  clearly  

were  rising  with  prices,  and  the  German  workers  were  faced  with  starvation.  Wage  rises  had  to  be  granted.  

Rising  wages,  increasing  both  home  costs  and  home  money  incomes,  counteracted  the  effect  of  exchange  

further  fall  in  the  exchange  rate,  and  each  fall  in  the  exchange  rate  called  forth  a  further  rise  in  wages.  This  

process  became  automatic  when  wages  began  to  be  paid  on  a  cost-­of-­living  basis.”    

process,  not  a  driving  force.  As  Robinson  opined  in  her  review,  “A  clear  grasp  of  the  distinction  between  a  necessary  

when  the  brake  is  on,  but  it  would  be  foolish  to  say  that  the  cause  of  motion  in  a  train  is  that  the  brake  is  removed.”

,”  



GMO

As  Raul  Prebisch
11

which  the  economic  development  of  our  countries  gives  rise.”  

12
  and  see  how  they  map  against  the  common  characteristics  mentioned  above.  

in  groups  (hardly  surprising  because  many  of  the  large  supply  shocks  witnessed  have  taken  the  form  of  wars,  hence  

encompassing  more  than  one  nation),  so  I’ve  generally  just  picked  one  country  from  any  group  to  provide  a  sketch  of  

We’ll  start  with  the  most  commonly  cited  example,  the  Weimar  Republic.  Germany’s  productive  capacity  had  been  

constituted  a  large  supply  shock.  

The  Republic  faced  very  large  foreign  claims  from  war  reparations,
13
  which  had  to  be  repaid  in  gold.  Germany  was  

supposed  to  export  to  earn  the  gold  needed  to  make  the  payments,  but  with  productive  capacity  not  even  capable  of  

meeting  domestic  demand,  there  was  no  chance  of  exports  coming  to  the  rescue.  

of  the  increase  in  prices  and  of  the  depreciation  of  the  mark;;  but  depreciation  of  the  mark  is  the  cause  of  the  increase  

in  prices  and  of  the  paper  mark  issues.”
14
    

11

12
    These  thumbnail  sketches  can’t  possibly  do  justice  to  the  experience  of  hyperinflations  and  leave  out  many  important  details,  but  hopefully  they  will  illustrate  

the  common  characteristics  of  hyperinflations.

13

imposed  upon  Germany.

14  
  Found  in  Constantino  Bresciani-­Turroni’s  
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following   the  end  of  World  War   II   followed  almost  exactly   the  same  dynamics.   Interesting   from  my  perspective,  

could  only  be  barred  by  methods  that  would  have  made  it  impossible  to  design  a  realistic  governmental  budget.”    The  

pengo.  This  led  to  index  deposit  accounts,  and  created  a  situation  where  all  tax  payments  and  pretty  much  everything  

events  clearly  provided  a  massive  and  prolonged  supply  shock  to  the  economy.  
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engaged  in  monetary  warfare,  with  each  producing  “propaganda  stating  that  the  currency  of  their  enemies  was  falling  

rapidly  in  value.”   Depreciation  of  the  various  currencies  was  just  a  fact  of  life.  This  lack  of  faith  created  a  vicious  

The  transmission  mechanism  was  yet  again  a  form  of  indexation.  As  people  became  accustomed  to  living  in  high  

  

printing  more  money.  A  scramble  for  currency  followed,  borrowers  were  unable  to  pay  their  debts,  and  bankruptcies  

Add  into  this  mix  a  newly  democratically  elected  government  and  the  scene  was  set  for  disaster.  In  an  effort  to  de-­

dollarise

contracts   into   peso   terms.  This   unfortunately   created   yet   another   run   on   the   peso.  The   Bolivian   authorities   also  

attempted  to  honour  the  external  debt,  creating  domestic  unrest.  

a  four-­month  adjustment  period.  This  eventually  shrank  to  just  one  month.  The  classic  wage-­price  spiral  resulted.  

  Op.  cit.

    Dollarisation  is  a  process  whereby  a  foreign  currency  replaces  the  domestic  currency.  This  process  makes  devaluation  of  the  domestic  currency  more  

inflationary  faster  than  it  would  otherwise  have  been  by  creating  direct  pass-­through  of  exchange  rate  movements  to  domestic  prices.
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0%

1%

2%

3%

4%

5%

6%

7%

8%

9%



GMO

used  to  the  “tricks”  deployed.  The  effect  was  that  the  failure  of  each  plan  resulted  in  higher  and  higher  movements  in  

erupted  with  a  vengeance.  

tore  itself  apart.  

effectively  prohibited  almost  all  trade  and  transactions.    The  output  shock  of  war  and  sanctions  was  enormous,  on  a  

As  is  often  the  case  (as  we  have  seen  above),  dollarisation  (based  on  the  German  mark)  of  the  economy  occurred,  such  

that  all  exchange-­rate  depreciations  created  price  spirals  in  the  domestic  setting.  
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imports  soared.  Added  to  this  nightmare  mix  were  civil  unrest  and  the  severing  of  Georgia’s  rail  link  to  Russia.  Output  

tax  receipts  collapsed  and  expenditure  levels  were  maintained  in  the  face  of  the  terrible  domestic  situation  and  import  

loans  (or  grants).  

National  Bank  had   to  accommodate   the   spending  by   the  government,   and  having  exhausted   its   foreign  exchange  

reserves,  the  currency  began  to  depreciate  massively.  

proved  once  again  to  be  the  key  transmission  mechanism.  

supply  shock  as  farms  went  from  those  with  productive  owners  to  those  with  little  or  no  interest  in  farming.  Output  

Agriculture  wasn’t  the  only  sector  to  suffer.  The  infrastructure  of  the  economy  was  crumbling:  the  national  rail  system  

imports  in  foreign  currencies.  
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to  miss  the  root  causes  that  underlie  these  extraordinary  periods.  It  takes  something  much  worse  than  simply  printing  

coupled  with  external  debts  denominated  in  a  foreign  currency,   is  required,  and  that  social  unrest  and  distributive  
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Constantino  Bresciani-­Turroni,  T

,”  

Journal,  

Journal  of  

Journal  of  Political  
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and  other  conditions.  This  is  not  an  offer  or  solicitation  for  the  purchase  or  sale  of  any  security.  The  article  may  contain  some  forward  looking  statements.  There  

-­

purchased,  sold  or  recommended  for  advisory  clients,  and  it  should  not  be  assumed  that  the  investment  in  the  securities  was  or  will  be  profitable.  There  is  no  

guarantee  that  these  investment  strategies  will  work  under  all  market  conditions,  and  each  investor  should  evaluate  the  suitability  of  their  investments  for  the  long  

term,  especially  during  periods  of  downturns  in  the  markets.

is  the  author  of  several  books  including  “Behavioural  Investing:    A  Practitioner’s  Guide  to  Applying  Behavioural  Finance;;  Value  Investing:    Tools  and  Techniques  


