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Description

This book is useful for those seeking to learn about the history of 
market crises and individuals who want to learn about protection 
against downside risks for an investment portfolio.

The purpose of this book is not to convince the reader to attempt to 
anticipate the timing of the next market crash, but rather for the reader to 
be able to draw parallels (and some contrasts) between the different crises 
in history. The book reviews case studies related to specific macroeco-
nomic event triggers ranging from COVID-19 to hyperinflation.

Readers will come away with extensive knowledge of different market 
crisis events spread across countries and timelines. The reader will be well 
versed on important macroeconomic topics such as the history of curren-
cies. Perhaps most importantly, readers will feel better prepared to handle 
the next market catastrophe. Audiences such as business school students 
and those who are a part of organizations such as the Chartered Financial 
Analyst Institute will find this book of interest.
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Testimonials

“Brendan Hughes follows the footsteps of legendary global investors like Jim 
Rogers and John Templeton in his writing about Market Crises around the 
world. Brendan goes many places most of us never will, and never would. He 
provides us a great set of examples of how markets (and the people participat-
ing in them) lose their way in regular and periodic ways. 

Any serious investor/student would be well served by recreating some of  
Brendan’s travels. Short of that, I recommend reading his book. It’s way better 
to learn how to avoid making mistakes by reading about them than commit-
ting them and Brendan’s book will help you to do so.”—Tom Gayner, Chief 
Executive Officer of Markel Group

“‘History doesn’t repeat itself, but it often rhymes,’ Mark Twain famously 
quipped. Those who have etched their names in the annals of successful invest-
ing, such as Sir John Templeton, are known to be avid students of history. 
Brendan Hughes’s groundbreaking book, Markets in Chaos: A History of 
Market Crises Around the World, is a must-read for any investor wishing to 
harness the potent lessons embedded in the annals of our financial past.

From the far-reaching economic tremors of the Covid-19 pandemic to the 
historic collapse of the Mississippi Bubble, Hughes masterfully unravels the 
common threads that run through these global market crises. In doing so, he 
paints a compelling picture of the cyclicality of markets, shaped in no small 
part by the consistent irrationality of human behavior.

This book is not merely a chronicle of past financial shocks, but an  illuminating 
guide to spotting and understanding patterns, valuable for  predicting future 
market trends. Dive into Markets in Chaos and discover how the echoes 
of history can provide keen insights for tomorrow’s financial decisions.” 
—Lauren Templeton, Founder and Principal of Templeton and 
 Phillips Capital Management
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Introduction

This book is a collection of 11 detailed case studies that document and 
discuss various market crises across countries in history. Spanning thou-
sands of years dating back to the year 33 AD in Rome, this book  covers 
classic financial crises directly tied to the banking systems in Iceland, 
Indonesia, Chile, the United States, and Rome, Italy. There are case stud-
ies that review asset bubbles in France and Japan. The book reviews case 
studies related to specific macroeconomic event triggers ranging from 
COVID-19 to hyperinflation with the United States (COVID-19 and 
the 1970s’ energy crisis), Zimbabwe (hyperinflation), and Germany 
(hyperinflation). There are core underlying themes woven into the case 
studies such as flaws with the fractional-reserve banking business model, 
performance of fiat currencies versus currencies under the gold standard, 
and governments’ response to crisis events.

The purpose of this book is not to convince the reader to attempt to 
anticipate the timing of the next market crash, but rather for the reader 
to be able to draw parallels (and some contrasts) between the different 
crises. It is likely that many would be surprised by the striking similarities 
between the events that are widely diversified in terms of geography and 
timeframe. In studying the historical context of what has gone awry in 
markets, one has a much better probability of protecting themselves for 
the moment that the next major crisis arrives. I am not of the view that 
it is a negative mindset to look back on what has gone wrong in history. 
With thousands of years of documented financial history, it would be 
irresponsible not to study what has happened. While financial history 
does not repeat in exact fashion, it is amazing how similar series of events 
have occurred throughout history. In studying these events, one can eval-
uate different risk factors that most never consider.

In addition to the 11 case studies, there is commentary on how this 
information can be used, along with a chapter on where we are now and 
what lies ahead. This book is differentiated from other historical accounts 
of market crisis events owing to my background as an investor. My 



xvi INtroduCtIoN

view is that this piece weaves in analyses of topics such as flaws with the  
fractional-reserve banking business model in ways that economists have 
not done successfully in other works. Hopefully, it is clear that there is a 
more practical focus as to what one can do with this information com-
pared to other historical accounts of market crises.

At a minimum, the reader should come away with extensive knowledge 
of different market crisis events spread across countries and timelines. The 
reader should become well versed on important macroeconomic  topics 
such as the history of currencies. Perhaps most importantly, the reader 
should feel better prepared to handle the next market catastrophe.



CHAPTER 1

United States

COVID-19 (2020–2021)

Background and Market Impact

On January 4, 2020, the World Health Organization (WHO) issued its 
first public statement about what would later become known around the 
world as COVID-19, saying, “China has reported to WHO a cluster of 
pneumonia cases—with no deaths—in Wuhan, Hubei Province.” Over 
the course of the next few months, information slowly started to trickle 
out about this illness. At first, the stock market shrugged off the news. 
On January 31, 2020, when we still knew very little about COVID-19, 
the United States suspended entry for most individuals who were present 
in mainland China in the previous 14 days. The S&P 500 continued to 
rise to a new all-time high on February 19, 2020. The stock market likely 
didn’t have much of an initial reaction to the news about COVID-19 
because most of the viral outbreaks in recent years did not end up having 
a significant impact on global business or the stock market. In fact, the 
S&P 500 showed the following six-month percentage increases: Middle 
East respiratory syndrome (MERS) in 2013, 10.74 percent; swine flu in 
2009, 18.72 percent; and severe acute respiratory syndrome (SARS) in 
2003, 14.59 percent.

The scope of the global damage that COVID-19 would inflict in 
terms of both health and economics would not become clear for a few 
months. At Fundsmith’s annual meeting, which was held on February 
25, 2020, Terry Smith, a world-renowned investor, stated, “If you think 
of our direct China exposure in the portfolio, it’s like one-and-a-half 
of a holding. Imagine that we had one-and-a-half companies operating 
in China. Are you worried about that? I’m not worried about that.” 
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Smith, like most others at the time, seemed to believe that the eco-
nomic  carnage would be mostly limited to China. He reminded the 
audience that the Spanish flu pandemic in 1918 infected 500 million 
people globally out of a population of 1.5 billion with 50 to 100 million 
deaths. Looking further back, the Black Death in the mid-1300s is esti-
mated to have killed between 30 and 60 percent of all Europeans and 
between 75  million and 200 million people globally at a time when the 
prepandemic population was 475 million. Many in the news said that 
COVID-19 was unprecedented, but this was far from true. It wasn’t 
until reports began to surface in Italy and other countries that investors 
started to feel on edge. On February 23, it was reported that  COVID-19 
had spread to more than 30 countries, and it was believed that Italy had 
the largest outbreak outside of China. This was the start of one of the 
most infamous stock market crashes in financial history. By the end of 
February, the S&P 500 was down nearly 13 percent from the all-time 
high reached on February 19.

I think that March 11, 2020, was the moment that all-out panic 
started to grip many Americans, U.S. media outlets, and the S&P 500. 
Moments before a National Basketball Association (NBA) game was set 
to begin, Rudy Gobert of the Utah Jazz was confirmed to have tested 
 positive for COVID-19. The NBA immediately suspended the season. 
That same day, the United States banned most visitors traveling from 
Europe, and on March 13, President Trump declared a national emer-
gency. On March 22, The New York Times declared that New York was 
now a global epicenter of COVID-19, and it was reported that New York 
City and its suburbs accounted for roughly 5 percent of the world’s cases. 
It is important to note that statistics like this are highly debatable. I am 
not sure how you make a comparison of the United States to countries 
like Zimbabwe, where it is likely that little to no testing was being done, 
so we really don’t know the extent of the virus spread in areas like this. On 
March 19, California issued the first statewide stay at home order, which 
would be followed by many other locations in the United States as well 
as around the world (lockdowns had already occurred in other countries 
such as Italy).

According to Bank of America Securities, it took a stunning 22  trading 
days for the S&P 500 to decline 30 percent from its record high set on 
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February 19. This was the quickest 30 percent decline in history, sur-
passing the market declines during the Great Depression. By March 23, 
the S&P 500 index had declined by 34 percent from the peak. Nobody 
knew it at the time, but this would mark the bottom of the violent mar-
ket collapse. It is simply not the same to read about a market event such 
as this as to have lived through it as an investor. On March 9, which 
happened to be my birthday, the stock market circuit breakers went into 
effect for the first time since 1997. Stock trading was halted after the 
S&P plunged 7 percent in the first 15 minutes of trading. For those who 
aren’t aware, circuit breakers halt trading activity when the overall market 
declines by 7, 13, and 20 percent to prevent uninterrupted falls in the 
stock market. With a 20 percent decline, trading stops for the day. In 
the span of two weeks in March, circuit breakers were triggered a stun-
ning four times after not having done so in over 20 years. I will never 
forget what it felt like psychologically during this time. With the rise of 
computer trading and passive investments, stock market selloffs like this 
appear more vicious and nondiscriminatory than they were decades ago. 
In March of 2020, it was not unusual to look at your stock trading screen 
and see stocks of perfectly fine businesses down 30 percent in a single 
trading session. On March 18, in his now controversial interview, Bill 
Ackman went on CNBC in the middle of the trading day to say, “hell is 
coming,” along with several other quotes that coincided with the stock 
market plunging further. This moment proved to be close to the turning 
point in the stock market decline. Perhaps even more stunning than the 
market decline in March 2020 was the rally that ensued afterward. The 
S&P 500 index closed out 2020 68 percent higher than the low point 
reached on March 23.

How Businesses Were Affected

The vast majority of businesses in the country and the world were neg-
atively impacted by the effects of COVID-19, but industries that were 
particularly hit hard included airlines, cruise lines, restaurants, hotels, and 
live events. In the past, the government often allowed businesses such as 
airlines to go bankrupt during crises such as the global financial crisis in 
2008 to 2009, but the United States government decided to use billions 
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of taxpayer dollars to bailout airlines in the wake of the COVID-19 crisis. 
This does not make any sense to me because it is not as if you would wake 
up and see all the planes in the country grounded if the U.S. government 
opted not to bail out the airlines. Contrary to popular belief, if an airline 
goes bankrupt, they most often just recapitalize and continue with their 
business. I don’t think these bailouts set a good precedent for the future 
because companies will have less incentive to behave responsibly if they 
know it is likely that they will just get a government bailout if their busi-
ness falters in a material way. The situation with the airlines was particu-
larly frustrating since most had spent years repurchasing vast quantities of 
stock prior to the government bailouts.

The COVID-19 crisis brought about a highly unusual business envi-
ronment. Most executives, investors, and others did not take much time 
planning for a scenario where a particular business or industry literally 
had no revenues, or close to no revenues, for months on end. This put the 
spotlight on what I consider to be capital-intensive industries that require 
ongoing large cash outlays. I will again use the airlines as an example. In 
late March of 2020, Delta Air Lines was burning through $100 million 
of cash flow per day! This would equate to roughly $36.5 billion per year 
in lost cash.

What possibly stands out most about the COVID-19 economic 
impact is that the crisis disproportionally affected small businesses com-
pared to large corporations. As an example, there are many families 
that had their entire net worth invested in a single restaurant or other 
 service-oriented business. Many families did not have enough savings 
put aside to weather the storm of rolling lockdowns around the United 
States for a year where their businesses were either closed or not bringing 
in enough cash to pay the monthly bills. By contrast, a large and suc-
cessful corporation, like Starbucks, can weather these conditions because 
they have no problem borrowing money in the short term. A company 
like Starbucks will likely become even stronger in the long term after this 
economic crisis because they will consolidate market share with small 
coffee shops going out of business. Additionally, large corporations like 
Starbucks had an enormous technological advantage over the smaller 
shops that showed through during the pandemic. Starbucks was able to 
near-seamlessly pivot their business model to mobile ordering, takeout, 
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and drive-through. Most of the smaller coffee shops were not able to do 
this and suffered.

Prior to the COVID-19 pandemic, there was already a long-term shift 
underway from physical to digital. Business segments such as e-commerce 
had been growing rapidly for years at the expense of physical stores. The 
COVID-19 crisis significantly accelerated what I refer to as the digitiza-
tion of everything. As an example, PayPal said on an earnings call that 
they believe a shift to e-commerce that would have taken three to five 
years happened in months. Many other companies had similar commen-
tary. Businesses that previously had no online presence rushed to put their 
entire business online because they had no other option. Nike had been 
investing heavily in digitization for years prior to the COVID-19 crisis, 
but their CEO talked up the digital opportunity after COVID-19 in say-
ing that, with digitization, business is open 24 hours a day, 365 days a 
year. Put more simply, I think that COVID-19 was really the moment 
that the physical and digital worlds became one from a business stand-
point. Starbucks and Nike both said that they would meet the consumer 
wherever they are, whether in one of their stores or online. The digitiza-
tion of everything was already one of the most powerful long-term trends 
in business, but the COVID-19 pandemic significantly accelerated this 
long-term shift.

COVID-19 made businesses fundamentally reimagine some aspects 
of their daily operations. For the first time ever for many companies, 
entire workforces were required to work from home for extended peri-
ods of time. Many companies found that remote work was effective, and 
a lot of employees enjoyed working from home. It isn’t clear as of the 
time of this writing as to how much remote work will be done in a post-
COVID-19 world, but it has been a growing trend, particularly in the 
technology industry, to allow employees to work remotely 100 percent 
of the time or at least part time. Some companies now see a future where 
offices are used for on-premises meetings but not as a location where 
employees hang out all day, five days per week. This fundamental change 
has led to issues related to commercial real estate demand. It is unclear at 
this time as to the magnitude of the commercial real estate losses banks 
will see on their loan portfolios, but I don’t see how it won’t be substan-
tial. Effective remote work has been made possible owing to quality tools 
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for virtual workplace collaboration such as Zoom and Microsoft Teams. 
In the future, with the rise of virtual and augmented reality technologies, 
it will likely be possible to feel as if you are physically present with other 
coworkers despite being on opposite sides of the world. Remote work 
should be an important long-term trend. Companies can save money by 
spending less on commercial real estate, employees can save time and 
reduce stress with more infrequent commutes in addition to money saved 
on transportation, and more remote work is better for the environment 
since less pollution is created.

In addition to the remote work aspect of business operations, many 
companies reconsidered business travel. With the rise of quality video 
chat solutions, many companies realized that a lot of the expensive and 
time-consuming business travel that they were paying for did not justify 
the cost. In a November 2020 interview, Bill Gates said, “My prediction 
would be that over 50 percent of business travel and over 30 percent 
of days in the office will go away.” It is likely that critical high-dollar 
value deals and meetings of that nature will still be negotiated in person, 
but the bar for business travel will likely be a lot higher than it was in a 
 pre-COVID-19 world.

At least in the short term, demand for household products soared as 
a result of COVID-19. People were spending more time at home and 
reallocating money that would normally be spent on discretionary areas 
such as travel and dining out to do home projects that had been put off 
for a while. Lowe’s and Home Depot had record years in 2020 riding 
surging demand on nearly every household product. My prediction is 
that the demand for household products will remain elevated for years 
to come because of the rise in remote work. We saw a shift of people 
moving out of cities to more rural areas. During the pandemic, most 
individuals were working at home, and some thought that they might as 
well get out of high-rent cities if they weren’t commuting to work or able 
to use the entertainment options in the city. It will be interesting to see 
how this develops in the long term. The extent to which companies con-
tinue to allow full-time remote work, or mostly remote work, will shape 
the long-term trend of moving from urban to rural areas. The same goes 
for high-tax states such as California and New York compared to Texas 
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and Florida. During the COVID-19 crisis, people moved out of high-tax 
states such as California in favor of tax havens such as Texas. This could 
continue to happen if more remote work is allowed in the long term. 
From a financial perspective, it gets very difficult to justify living in a 
California city if you can work remotely for your job when the potential 
alternative is to live in a Texas suburb for a much lower cost.

The global financial crisis was shaped by the impact that it had on 
companies in the financial system. The collapse of Bear Stearns and 
Lehman Brothers, along with the possibility of others such as Goldman 
Sachs and Morgan Stanley, threatened the health of the entire financial 
system and business ecosystem more broadly. At least as of the time of 
this writing, this has not occurred as a result of the COVID-19 crisis. 
The lack of problems with the financial system is a result of the artificial 
backstop the Federal Reserve installed in terms of unprecedented easy 
monetary policy in response to the COVID-19 crisis, a topic that will 
be discussed further in the next section. It was widely believed heading 
into the current recession that banks were better capitalized as a result of 
lessons learned from the global financial crisis. Having said that, I have 
seen reports that a good portion of this capitalization has come from 
government relief. Additionally, the book, The Lords of Easy Money: How 
the Federal Reserve Broke the American Economy, lifted the veil on the 
bank capitalization myth in a discussion about Basel III, a bank capital 
adequacy framework passed in the wake of the global financial crisis. 
Basel III allows banks to use a risk-weighted formula to determine the 
value of balance sheet assets. Risk-weighted measures are complex and 
subjective and often lead to banks claiming to possess more capital than 
they have (especially under crisis scenarios) because banks are incentiv-
ized to report higher levels of capital. Having formerly worked as a con-
sultant on banking loan portfolios, I know these games all too well. If 
there are laws that allow for large degrees of subjectivity, banks will push 
their asset value appraisals up to values they believe will seem at least 
within the realm of possibility to regulators. Basel III is used up until 
today and is likely making the banking system appear safer than reality. 
The government has continued to respond to the COVID-19 crisis by 
printing money and taking on more debt.
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Macroeconomic Impact

As I write this chapter, the full scope of the long-term economic impact 
of COVID-19 on the United States economy is unclear. Some believe the 
total scope of the COVID-19 recession will make it the worst  economic 
crisis since the Great Depression (this would prove untrue, but the lasting 
impact of the debt binge and subsequent inflation proved to be enor-
mous). The U.S. economy officially entered a recession in 2020, which 
brought the longest economic expansion for the country on record to 
an end. Gross domestic product (GDP) in Quarter 2 of 2020 was esti-
mated to have contracted by a breathtaking 32.9 percent on an annual-
ized basis. The number of unemployed Americans soared by more than 
14 million, rising from 6.2 million in February to 20.5 million just three 
months later. The unemployment rate rose from 3.8 percent in February 
to 13 percent in May, a stunning increase over such a short period of 
time. Some of these jobs would come back after lockdowns eased, but it 
was a significant blow, nonetheless. Inequality in the United States and 
globally increased as a result of the COVID-19 crisis not only because 
of large corporations benefitting at the expense of small businesses but 
also because wealthier families could much more seamlessly adapt to the  
COVID-19 world than families of lesser financial stature. When schools 
around the country went completely online, there were many families 
that didn’t have access to reliable Internet, and their children lacked the 
ability to attend their online classes. This school example and the strug-
gles of small businesses are just a couple instances of how inequality was 
accelerated by the COVID-19 pandemic.

To understand where we are today in terms of macroeconomic back-
drop, we need to review what happened after the global financial crisis 
since the series of events that has developed over the last 15 years has set 
the table for where we stand today. From a high level, we have lived in an 
environment since the global financial crisis where for close to 15 years 
money has been free or close to free around the world. Low interest rates 
have boosted asset prices ranging from equities to houses because one 
of the main alternatives to these asset classes is to earn nothing in most 
bonds. There has been a self-reinforcing cycle of increased borrowing 
and risk-taking, all because money has been cheap for an unprecedented 
period in modern times.
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Here are some implications of free money for a prolonged period:

• Very high levels of debt across governments, businesses 
(public and private), and consumers. We have gone into 
detail about the broad-based rise of government debts, but 
businesses and consumers have followed a similar trajectory. 
Consumer debt hit an inflation-adjusted record of $14 trillion 
in 2019. Corporate borrowing for U.S. nonfinancial 
companies increased from $6 trillion at the end of 2010 
to $10 trillion by 2019.

• A focus on financial engineering as opposed to real 
productivity that helps explain the lack of wage growth up 
until recently. If a company pays a 2.5 percent dividend 
and is buying back shares, the company can borrow money 
for nothing and justify that this repurchase provides an 
immediate boost to shareholder value without the risk that 
something goes wrong with a capital investment. In some 
cases, this is perfectly rational behavior, given the monetary 
policy incentives.

• Rising income inequality because easy monetary policy 
stimulated asset values that mostly benefitted the wealthy 
(through rising values of stocks, houses, and so on) without 
the flow-through in terms of broad-based wage growth that is 
explained by the focus on financial engineering as opposed to 
real productivity. In the 1990s, before the era of free money 
and financial engineering, labor productivity in the United 
States averaged 2.3 percent. During the free money era, this 
figure declined to a 1.1 percent increase. This helps explain 
why, between 1989 and 2016, the wealth of the top 1 percent 
in the United States tripled, while the middle 20 percent saw 
an average rise in net worth of just 4 percent over the same 
period.

• Increased levels of risk-taking. Again, some of this has been 
rational behavior, given the incentives. The historical model 
for pension funds was that they would invest 60 percent 
in stocks and 40 percent in bonds. When many bonds are 
earning nothing, this is not going to be a feasible model for 



10 MARKETS IN CHAOS

many funds. Funds that were investing in bonds have been 
investing more in stocks, and funds that were investing more 
in stocks were suddenly investing in cryptocurrencies. You get 
the picture.

• Companies, particularly those backed by private equity 
money, have been piling on leverage often funded by 
loans where most of the money is due on the back end at 
variable interest rates. As an example, the U.S. market for 
collateralized loan obligations (CLOs) more than doubled 
between 2011 and 2018. Investors have been so desperate for 
yield that CLOs and other exotic debt instruments have been 
reducing or dropping covenants to protect investors, such as 
limitations that a borrower may have in raising more debt 
without permission. The increased levels of risk for investors 
owing to fewer covenants and protections have not impacted 
investor demand, given the dearth of other options for yield. 
Similar to the period prior to the global financial crisis, these 
leveraged loans have often been packaged together in a bundle 
and sold to third parties desperate for yield. The practice of 
rolling over large debts at variable rates worked great when 
money was free and was again at times rational behavior, 
given the incentives provided by the Federal Reserve.

I think that the global financial crisis marked a new era of easy mon-
etary policy for the Federal Reserve. Investors and others hailed the phi-
losophy that the Fed would do whatever it takes and provide a backstop 
for the economy. During the global financial crisis in 2008 and 2009, 
the Federal Reserve used aggressive interest rate cuts, quantitative easing 
(large-scale asset purchases), and provided targeted assistance to ailing 
financial institutions through the Troubled Asset Relief Program (TARP), 
along with other measures to support the economy. The combination 
of weak domestic economic growth and supportive monetary and fiscal 
policies caused the government debt levels to swell to 82 percent of GDP 
in 2009.

There were some fundamental differences in the macroeconomic 
backdrops leading up to the global financial crisis and the COVID-19 
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recession. One of the most significant differences was that, leading up 
to 2008 to 2009, the Federal Reserve had the ability to aggressively cut 
interest rates as the target federal funds rate was 5.25 percent in 2007. 
By comparison, the target federal funds rate in late 2019 leading up to 
the COVID-19 crisis was a range of 1.5 to 1.75 percent. In short, interest 
rates were already very low leading up to the COVID-19 crisis, where this 
was not the case leading up to 2008 to 2009. It is much more difficult for 
the Federal Reserve to use interest rate cuts to stimulate economic growth 
when rates are already at low levels.

While the steps taken by the Federal Reserve in 2008 and 2009 in 
response to the global financial crisis were considered aggressive, the pol-
icy responses in 2020 in reaction to the COVID-19 crisis were much 
more aggressive. As a comparison, starting in 2008, the Federal Reserve 
increased bond holdings by $3.7 trillion, which pushed the total balance 
sheet past $4.5 trillion in operations over six years. During the  COVID-19 
crisis, from mid-March to mid-June 2020, the Federal Reserve’s holdings 
went from $4.2 to $7.1 trillion. It is estimated that, in a single week in 
March 2020, the Federal Reserve was purchasing $625  billion in Trea-
suries and mortgage-backed securities, which was more than the entire 
$600 billion second portion of the quantitative easing during the finan-
cial crisis, and this went on for eight months. As a more high-level long-
term point of reference, between 1960 and 2007, the Federal Reserve 
increased the monetary base by a total of $788  billion. In short, the  
Federal Reserve’s actions in response to the COVID-19 crisis in the span 
of a week was nearly as aggressive as close to 50 years of Fed operations 
leading up to the new era of easy monetary policy.

The Federal Reserve has gotten progressively more aggressive in the 
types of assets it purchases in bailout scenarios. For example, in response 
to the COVID-19 crisis, the Federal Reserve would for the first time 
purchase assets such as CLOs, corporate bonds, and junk debt. I believe 
the Federal Reserve has now effectively set the expectation that they will 
bail out almost any asset class during market crises. I do not believe this 
is a positive development. All the private equity companies that have for 
years piled on debt in an irresponsible manner to fund acquisitions and 
spinoffs should not receive a bailout. While not understood by most aver-
age citizens, a government bailout is effectively a tax via higher inflation. 
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These bailouts only further increase incentives to behave irresponsibly 
and at the same time increase inequality since bailing out these types 
of businesses disproportionally benefits the wealthy. In response to the 
COVID-19 crisis, the Federal Reserve even extended into the realm of 
providing direct credit to companies. The Federal Reserve has been put-
ting itself even more at the center of the economy. The Federal Reserve is 
doing far more than it used to in what it believes are attempts to achieve 
the goals of, “maximum employment, stable prices, and moderate long-
term interest rates.”

I have seen some argue that banks held up well in response to the 
COVID-19 crisis because they were better capitalized than heading into 
the global financial crisis. This argument flies in the face of the facts 
about what happened in the dark days of March of 2020. There was 
a full-blown liquidity crisis covered up by the massive policy response 
of the Federal Reserve. For a few brief weeks in March of 2020, inves-
tors were selling anything they could as quickly as possible. There was 
a liquidity run on virtually every asset class, including Treasuries, often 
considered to be about the most safe and liquid asset on earth. Some-
thing highly unusual happened in March of 2020: Treasuries couldn’t 
find a price. At one point, there were literally no buyers for a financial 
instrument that many investors consider to be the same as cash. Hedge 
funds, private equity companies, and others had to raise cash as quickly 
as possible to cover their leveraged bets that were going bad. Everyone 
needed cash at precisely the same moment. As referenced in the book, 
Trillion Dollar Triage: How Jay Powell and the Fed Battled a President and 
a Pandemic—and Prevented Economic Disaster, Warren Buffett stated, 
“We got to the point where the U.S. Treasury market, the deepest of all 
markets, got somewhat disorganized.” Buffett later said that the financial 
system was, “very close to having a total freeze of credit to the largest 
companies in the world who were depending on it.” In response to this 
liquidity crisis, the Federal Reserve executed $700 billion of quantita-
tive easing in one weekend. There was an enormous cash injection that 
provided liquidity for a financial system that did not have any, even in 
historically highly liquid instruments such as Treasuries. The Federal 
Reserve’s actions were likely the right moves given the options presented 
(if it is assumed that we will continue to use a fractional-reserve banking 
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model without restrictions on the growth in the money supply), but 
these ongoing enormous bailouts since the global financial crisis have 
only been made possible because people have maintained confidence in 
the U.S. dollar and consumer price inflation has up until recently been 
mundane. We have recently seen high levels of consumer price inflation 
in light of the sustained massive money printing. It will be interesting to 
see how confidence in the U.S. dollar and other fiat currencies develops 
in the coming years, as the global financial system has been locked into 
a vicious cycle centered around enormous central bank bailouts to cover 
up problems that were never resolved from the global financial crisis.

What is the result of all this allegedly wonderful policy that the  Federal 
Reserve has enacted? As of the time of this writing, the U.S. national debt 
is approximately $27 trillion, and for the first time since World War II, 
the national debt is larger than the economy. The skyrocketing national 
debt levels show no signs of slowing down, as President-Elect Biden just 
proposed another COVID-19 relief package that is close to $2 trillion. 
Economic policy has shifted to what is almost always done during times 
of severe economic distress: printing more money. Inevitably, this will 
cause fiat currency to be less valuable via monetary inflation (currency 
devaluation), even though we aren’t seeing too much of an increase in 
inflation (consumer price inflation ultimately soared) as measured by 
the consumer price index (CPI). Few people realize that the CPI metric 
differs today from how it was measured in the 1970s, in that it does 
not include housing prices and substitutes a nonmarket rent for owners’ 
housing costs. I would caution readers not to read too much into the CPI 
inflation figure, as it only captures price increases on consumer-related 
items and does not incorporate most asset price inflation. The former 
chair of the Federal Reserve, Alan Greenspan, effectively set the prece-
dent for ignoring asset price inflation when the Fed thought about infla-
tion measurements. Looking at the prices of asset classes such as stocks 
and real estate, I think it is safe to say that a decade of low interest rates 
and money printing has resulted in asset price inflation that is not being 
discussed. Money printing does not necessarily lead to higher inflation 
during periods of economic distress when the increase in money supply 
is not circulated within the economy. We have seen this happen during 
past crises such as the Great Depression where money velocity stalls and 
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at least temporarily limits price growth even if there is a large increase in 
the money supply. As some believe was the case in the 1970s, the mon-
etary policy in response to the COVID-19 crisis placed far more weight 
on maintaining full employment compared to maintaining price stability, 
and it is likely this policy was a direct result of how the Federal Reserve 
measures and views inflation. This turned out to be a costly error in the 
1970s, and history looks set to repeat itself.

Some now believe that the central banks misdiagnosed the problem 
at the height of the COVID-19 pandemic in 2020. The central banks 
attempted to stimulate demand with their policy tools, and it looks like 
the real problem was the lack of supply in products such as semiconduc-
tor chips, fertilizer, and oil. The stimulus provided by the central banks 
did nothing to resolve the supply shocks, and when economies opened 
back up, there was too much capital chasing too few goods and services 
that ultimately sent consumer price inflation soaring around the world.

Some argue that the national debt will be reduced over time through 
stronger economic growth and other means such as increased taxation. As 
I will discuss later, the economic growth piece of the puzzle is not likely to 
replicate past periods of debt reduction. What I am particularly worried 
about is the health and stability of the U.S. dollar along with other fiat 
currencies. Without confidence in the finances of a national government, 
people will lose confidence in the currency being issued by that govern-
ment. This leads to an unstable currency, and with an unstable currency, 
you have a lot of problems.

The biggest issue with an unstable currency is that people can lose 
faith in the currency altogether. We have seen this happen many times 
before such as the collapse of Zimbabwe’s currency, which I discussed 
in my book, The Wandering Investor. Throughout history, every currency 
ultimately ceases to exist or becomes devalued over time. Thinking more 
broadly, how would you feel if time was measured in inflation-adjusted 
minutes, and the time of the day could swing by 10 percent depending on 
the level of inflation and other factors? It would lead to less overall con-
fidence in the time system, and accomplishing tasks like meetings would 
become much more difficult because you would have people showing 
up at all different times. The same logic should be applied to curren-
cies. As I also discussed in my book, The Wandering Investor, when I was 
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attempting to acquire Indonesian rupiahs, the currency depreciated by 
about 12 percent over a six-day period against the U.S. dollar. There are 
much more extreme currency gyrations than this occurring around the 
world as we speak, but it is difficult for a consumer to place a value on 
products and services in local currency terms if there are constant wild 
fluctuations. The loss of confidence in a currency or hyperinflation even-
tually leads to countries abandoning their local currency altogether.

I am addressing the topic of unstable currencies in this chapter 
because I am concerned about the long-term health of the U.S. dollar 
along with just about every other fiat currency in the world. Ever since the 
global financial crisis, we have had over a decade of low interest rates, arti-
ficially inflated asset valuations, and soaring debt levels that were greatly 
accelerated after the COVID-19 pandemic, and now the United States, 
along with many other countries, has resorted to printing more money 
to address weak economic growth and high unemployment levels. I don’t 
believe many people grasp the extent that monetary policy has changed 
since the global financial crisis. According to the book, The Lords of Easy 
Money: How the Federal Reserve Broke the American Economy, between 
2007 and 2017, the Federal Reserve printed about five times as many 
dollars as had been printed in the previous 500 years. And this was before 
the incredible scale of money printing that happened after the outbreak of 
COVID-19. This grand monetary experiment will likely lead to problems 
with the global financial system. Contrary to what some believe, print-
ing more money does not make people better off, as it inevitably makes 
the money less valuable via higher monetary inflation. This statement 
about printing more money resulting in higher inflation assumes that the 
money printed is circulated within the economy, which sometimes does 
not happen during periods of economic distress. It is highly unlikely that 
the United States will simply be able to grow its way out of the current 
deficit levels, even though this is what the government wants people to 
believe. One of the few remaining tools available will be higher taxes that 
could raise more federal income in the near term but would likely reduce 
long-term economic growth. Substantial sustained budget cuts are almost 
always politically unpopular, and politicians have no incentive to do this 
because most of the negative effects of running up deficits will happen 
long after they are gone. If the United States does not get its deficits 



16 MARKETS IN CHAOS

under control, other countries will inevitably question the status of the 
U.S. dollar as the world’s reserve currency. I think this is going to occur 
anyway, as countries are already trying to reduce reliance on the United 
States, which is at least partially attributable to the trade wars waged in 
recent years. Most people don’t realize that country reserve currencies rise 
and fall as part of long-term cycles, and every reserve currency ultimately 
ceases to be a reserve currency.

In the long term, I think that the world is going to have to return 
to some form of gold standard. The gold standard era officially ended 
in 1971, when President Richard Nixon completely severed the link 
between the U.S. dollar and gold. Not often understood, 1971 was 
a moment when the United States ran out of money and effectively 
defaulted on its debts. The United States completely severed the link 
between the U.S. dollar and gold when it became obvious that the coun-
try couldn’t keep its promises for the existing paper money. A country 
that is a fiat currency issuer will never default on its debts, but they can 
print money to the point that the local currency becomes worthless, as 
has happened often over the course of history. Historically, there has 
been a return to paper money linkages to hard assets such as gold when 
we have approached moments similar to where we are now in terms of 
there being a global monetary reset as a result of looming debt restruc-
turings and defaults.

In addition to my advocacy for the return to a form of gold standard, 
I endorse Nobel laureate economist Milton Friedman’s general view that 
central banks should target constant money supply growth where the 
ongoing growth rate of the money supply tracks GDP growth in an 
economy. Over the years, critics have noted that limits on money supply 
growth do not impact money velocity (an argument that stems from 
John Maynard Keynes’ Keynesianism that believes demand for goods 
and services is the key to economic output), which is true, but as you will 
see from the case studies in this book, large increases in the money sup-
ply in excess of GDP growth ultimately destabilize the financial system. 
To quote Ray Dalio, “Where is the understanding of history and the 
common sense about the quantity of money and credit and the amount 
of inflation?” One of the critiques of Milton Friedman’s school of think-
ing, called monetarism, is that there are many different definitions of the 
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money supply. For example, M1 includes demand deposits at commer-
cial banks, and M2 is the sum of M1 and other factors such as currency 
and coins held by the nonbank public, checkable deposits, and travelers’ 
checks. It has become more difficult over the years to quantify the money 
supply with the rise of the shadow banking system and markets such as 
cryptocurrencies. Even with this limitation, it still makes sense to, as 
closely as possible, mirror money supply growth with economic growth. 
It has been alarming that Federal Reserve Chairman, Jerome Powell, has 
repeatedly publicly downplayed the correlation between money supply 
growth and inflation, likely aware that it was a major policy error to print 
so much money in 2020 long after conditions had stabilized. The Federal 
Reserve can publicly say as they please, but it is a fact that all else equal, 
when there is more money chasing an equal or lesser amount of goods 
and services, the result is that money becomes less valuable.

It is my view that a partial gold standard should be supplemented with 
a combination of limits on money supply growth tied to GDP growth 
and a full-reserve banking system. In response to the Great Depression, 
in 1933, a group of economists formed a proposal called the Chicago 
Plan that identified the culprit of the Great Depression as being the 
fractional-reserve banking system that is still employed today. Under a 
full-reserve banking system, there is a 1:1 ratio of loans to reserves, with 
every dollar in loans backed by a dollar in deposits. A full-reserve banking 
system  coupled with rules related to money supply growth and a partial 
gold standard would dramatically limit the potential for extreme boom-
and-bust cycles. I have not found any evidence that there is a benefit 
to printing massive piles of paper money in excess of GDP growth and 
having this activity incentivized at private banks with the allowance of  
fractional-reserve banking and government bailouts.

It will take years before we fully understand the effects COVID-19  
had on the domestic and global economy. We have yet to see the long-
term effects of the aggressive monetary and fiscal measures taken in 
response to the COVID-19 crisis, along with other developments such 
as broad-based bankruptcies of small businesses and potentially sustained 
high unemployment levels. It will almost certainly be much more difficult 
for the United States to bring down government debt levels than com-
pared to the period after World War II. After World War II, debt to GDP 
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fell by more than half to roughly 50 percent of GDP by 1959. The U.S. 
government was able to cut debt levels relatively quickly, thanks to rapid 
economic and population growth. U.S. GDP increased from $228 billion 
in 1945 to almost $1.7 trillion in 1975. Even those most optimistic about 
the U.S. economy going forward know that it is unrealistic to expect 
economic growth anywhere near these levels. Additionally, if the United 
States doesn’t quickly reverse the protectionist immigration policies, pop-
ulation growth is going to be a major problem, given the low domestic 
birth rates. Even with the assumption of robust immigration, the United 
States would likely continue to model tepid population growth going 
forward. Making matters worse, mandatory spending (which includes 
items such as social security and Medicare) made up 61 percent of fed-
eral spending in 2019 compared to approximately 30 percent in 1970. 
It appears to me that the United States will either need to raise taxes 
(highly likely to happen) in the coming years to pay for the national debt 
and health care liabilities, restructure or default on the national debt, 
or continue to print large sums of money (almost certain to happen). 
Defaulting on the national debt isn’t really an option for the United States 
since, as a currency issuer, the country could always just continue print-
ing more money until it eventually becomes worthless. Given where the 
United States stands today, it is likely we will see higher taxes and more 
money printing that will devalue the U.S. dollar. Unlike during the post-
World War II era, the United States has far less options going forward. 
The COVID-19 crisis has put already aggressive government spending 
into overdrive.

One of the largest long-term implications of the exploding global 
debt levels and potential decline of fiat currencies is the possibility that 
government debt instruments such as U.S. Treasuries will be devalued or 
completely wiped out. For most living today, such a concept would seem 
impossible. But, for some historical context, I will bring in Ray Dalio.

While people tend to believe that a currency is pretty much a 
 permanent thing and that cash is the safest asset to hold, that’s not 
true. All currencies devalue or die, and when they do, cash and 
bonds (which are promises to receive currency) are devalued or 
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wiped out. That is because printing a lot of currency and devalu-
ing debt is the most  expedient way of reducing or wiping out debt 
burdens (Dalio 2022).

Most people living today in countries such as the United States have 
only ever known government debt to be stable, and as a result, they asso-
ciate the low price volatility of government debt with a concept that the 
instruments are risk-free. This line of thinking is dangerous and ignores 
the history of government debt around the world. It is alarming to think 
about how many retirees have 80 percent of their total asset base parked 
in a single government’s debt under the false belief that it could never be 
devalued or eliminated. Given the widespread assumption that govern-
ment debt in countries such as the United States is risk-free, a scenario 
where government debt in developed countries was devalued would have 
a colossal impact that couldn’t be overstated.





CHAPTER 2

Iceland

Global Financial Crisis (2008–2009)

Background and Market Impact

The reason I chose Iceland as a country case study for the global financial 
crisis is that I studied Iceland in my book, The Wandering Investor, and it 
was one of the hardest hit countries during this crisis. Leading up to the 
global financial crisis, Icelandic banks were offering international inves-
tors higher interest rates than could be received in their own domestic 
countries to achieve further growth. Iceland was offering interest rates as 
high as 18 percent, which encouraged carry trade, where investors bor-
row in a lower interest rate currency and use the proceeds to buy higher 
interest rate currencies. As would happen in the United States, a hous-
ing bubble was fueled by lenient lending, in some cases requiring no 
down payment for the purchase of a home. Homeowners assumed that 
their homes would continue to increase in value, which resulted in the 
overconsumption of other luxury items. Between 2003 and 2004, the 
Iceland stock market skyrocketed an astounding 900  percent. By 2006, 
the average Icelander was 300 percent wealthier than in 2003, at least 
on paper. Prior to the start of the global financial crisis, Iceland’s three 
major privately held commercial banks were saddled with $85 billion in 
debt, and the total assets of the three banks were estimated to have been 
equal to over 10 times the national GDP. This was one of the largest 
banking sectors relative to GDP in the world. Making matters worse 
was the fact that the domestic banks made up most of the  Icelandic 
stock exchange.

How quickly the financial crisis developed in Iceland in 2008 
should alarm any investor or business owner. The entire banking system 
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collapsed in a week. In a span of three days, the Icelandic government 
had essentially nationalized their three largest banks: Landsbanki, Glitnir, 
and Kaupthing. I have seen some textbooks say that the Icelandic gov-
ernment let the major banks fail, but this is a serious misunderstanding. 
The Icelandic government effectively bailed out the banking sector by 
nationalizing the banks.

What was the result? According to a report by World Finance:

The stock market fell by around 95 percent, interest payments on 
loans soared to more than 300 percent, over 60 percent of bank 
assets were written off within a few months after the banks col-
lapsed, and interest rates were hiked up to 18 percent in order to 
curb inflation rates.

The Icelandic króna collapsed by over 50 percent, and 25 percent 
of homeowners went into default. The Icelandic government attempted 
to stabilize the situation by initiating capital controls—limits on peo-
ple taking money out of the financial system—on the króna reaching a 
debt agreement with the International Monetary Fund (IMF) and the 
other four Nordic countries (with $2.1 billion coming from the IMF and 
$2.5 billion from the other four Nordic countries) and guaranteeing all 
domestic deposits at Icelandic banks. It was not until 2017 that Iceland 
finally lifted the capital controls.

In the years following the global financial crisis, Iceland recovered 
much more quickly than other countries, such as Ireland, that were dev-
astated by the crisis. I would caution against reading too much into this 
recovery. A large portion of the growth in Iceland in the years following 
the financial crisis was fueled by the tourism sector that exploded owing to 
a weakened currency and cheap international flights. This unsustainable 
model was exposed in the wake of the COVID-19 crisis when  tourism 
came to a standstill.

How Businesses Were Affected

The business case study for Iceland during this period must focus on the 
banking sector. I don’t think that what occurred in the Icelandic banking 
sector during the global financial crisis should be particularly surprising 
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for anyone with an understanding of the fractional-reserve banking busi-
ness model. I can think of few worse businesses on earth than a bank. 
The standard banking business model under fractional-reserve banking is 
to earn a 1 to 2 percent return on assets, and then leverage these returns 
15 to one in order to earn what some consider to be an adequate return 
on equity (although I do not consider the returns to be adequate even 
with the heavy use of leverage). This business model arguably works 
fine when things are going well, but the extreme leverage required to 
operate the business is also the reason that banks go bust quickly when 
conditions deteriorate. Making matters worse, a run on a bank and the 
banking system occurs when credit dries up. With the rise of complex 
derivative products, it is near impossible to grasp what risks a bank of 
any size is exposed to. Having formerly worked as a consultant for larger 
banks, I can unfortunately say with certainty that the banks themselves 
don’t have a better understanding of their risk exposures than an inves-
tor feebly trying to analyze the risk exposures of millions of complex 
derivative products. It is interesting that few people would consider it a 
prudent idea to lever up their retirement savings 15 to one, yet countless 
individuals don’t flinch at the idea of allowing banks and investment 
banks to do this very practice in their respective operating businesses. 
Unlike a central bank that can devalue their claims if the claims are in 
the government issuing currency, private banks must resort to defaulting 
or getting a government bailout if they run into problems.

The fractional-reserve banking model, where banks lend money sev-
eral multiples in excess of that in which they maintain in the form of cash 
deposits, is not much different from a legalized Ponzi scheme. Most ratio-
nal individuals would assume that if they deposited their money into a 
bank, it would be guaranteed they could, at any time, retrieve this money. 
Under a fractional-reserve banking model that is still employed around 
the world today, this guarantee is not possible. If banks receive $100 in 
cash deposits, they will lend $1,500 by creating money out of thin air 
and lever the interest returns on the cash deposits to earn a return that 
some investors deem to be acceptable. The result of this terrifying series 
of events is that banks rely on the assumption that not too many people 
will retrieve their cash at the same time. When this assumption turns out 
to be false, as it has throughout history during periods of turmoil, the 
result is a bank run.
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In the wake of thousands of bank failures during the Great Depres-
sion, the Federal Deposit Insurance Corporation (FDIC) was established 
in the United States under the Banking Act of 1933. The FDIC is an 
independent agency created by Congress but does not rely on funds from 
Congress, at least under what the agency declares is its standard operating 
model. The FDIC’s income is generated from insurance premiums held 
on deposits at insured banks and from interest on premiums of govern-
ment securities. As a backstop, the FDIC can borrow up to $100 billion 
from the U.S. Treasury. Today, the FDIC provides standard deposit insur-
ance of up to $250,000 per insured bank for each account ownership 
 category. What this basically means is that if an FDIC-insured bank in 
the United States fails, an individual has a guarantee from the FDIC they 
will be reimbursed up to $250,000 for their lost deposits. In Europe, 
there is currently a proposal for the EU to create a European Deposit 
Insurance Scheme (EDIS), a unified bank insurance scheme similar to the 
FDIC in the United States. Individual EU countries currently have their 
own bank insurance laws, but the EU has for years been working toward 
a more unified model for the bloc.

All these bank and savings institutions insurance schemes sound 
great on paper, but what has developed over the course of history has 
been more sinister. Banks, investment banks, and savings institutions 
inevitably get into financial trouble owing to their highly flawed busi-
ness models. What then happens is governments look at these institu-
tions and ask, “Is this company too big to fail?” If the answer is deemed 
to be no, these firms are often allowed to declare bankruptcy, and 
consumers are reimbursed up to a certain amount if this institution is 
insured by the FDIC or their local equivalent. If a given firm is deemed 
too big to fail, governments will often bail out these firms by borrowing 
massive amounts of newly created paper money and lend this money 
to the  failing firm. While most consumers don’t realize what has devel-
oped, they have just been taxed by their federal government in the form 
of higher inflation. What is most infuriating about this recurring cycle 
is that banks and lending institutions often get into these precarious 
positions with irresponsible lending and investment practices fueled 
by greed. The solution to this madness is to replace fractional-reserve 
banking with full-reserve banking and have limits on money supply 
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growth that are tied to ongoing GDP growth. Under full-reserve bank-
ing, banks do not lend from demand deposits and only lend from time 
deposits. There is a separation of the credit and monetary functions of 
the banking system. Iceland entertained the idea of ending fractional- 
reserve banking in the wake of the global financial crisis under a plan 
that would have removed the power to create new money from com-
mercial banks, but this plan was never implemented. Supplementing a 
full-reserve banking system with a partial gold standard would provide 
a degree of decentralization of the monetary system, as the credibility of 
money would be less reliant on central banks.

In the wake of the Great Depression, famed economist Irving Fisher 
described the benefits of a full-reserve banking system that was supported 
by 235 economists from 157 universities and colleges, and later validated 
by a detailed working paper from the IMF in 2012:

• Not allowing for banks to create their own funds during a 
macroeconomic environment where there is a rise in credit, 
only to go on to get rid of these funds during a credit 
downturn. Fisher argued that this sequence of events is a 
primary source of business cycle fluctuations and putting 
such controls in place would allow for superior command 
of credit cycles.

• Full-reserve backing would eliminate bank runs.
• Allow the government to directly issue money at a cost 

of zero interest. This contrasts with the system where the 
government borrows money from banks and pays interest on 
the funds. Fisher argued that making this change would lead 
to a substantial reduction of government debt.

• The economy could see a pronounced curtailment of private 
debt levels, as the creation of money would no longer 
primarily be done at private banks.

Later in this book, I will elaborate more on the topics of full-reserve 
banking and limits on the money supply growth, but I wanted to include 
these details as a preface to the first detailed discussion on a banking 
 system collapse.
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Owing to the flawed incentives provided by a fractional-reserve bank-
ing system, the money supply in Iceland expanded by 10-fold in the 
14-year period ending with the global financial crisis in 2008, with most 
of the money supply increase fueled by commercial banks. This dramatic 
increase in the money supply continued in the years leading up to the 
global financial crisis, even though Iceland was sharply increasing interest 
rates. Under a fractional-reserve banking model with insurance schemes 
and the implied assumption that the government will step in if there is a 
crisis, commercial banks compete primarily based on interest rates paid 
on deposits without much regard for the safety of investments and the 
overall financial institution. When customers lack the incentive to mon-
itor the risks taken by commercial banks and the banks assume they will 
be bailed out by the government, banks will compete simply by offering 
the highest interest rates on deposits with little regard for risk. In order 
for the commercial banks to satisfy the higher rates paid, they take on 
more investment risk knowing that the government will likely step in for 
financial support if necessary, pummeling the average citizen with higher 
inflation in the process.

Adair Turner, the chairman of the UK’s Financial Services Author-
ity, provided his view of the cause of the global financial crisis: “The 
financial crisis of 2007/08 occurred because we failed to constrain the 
private financial system’s creation of private credit and money.” This 
unconstrained private credit creation happened in Iceland and around 
the world because, similar to the conditions that we have today, the rapid 
growth in the money supply was primarily funneling into the finan-
cial markets as opposed to the real economy. The government largely 
ignored the risks tied to the soaring money supply because consumer 
price inflation remained relatively mundane while asset price inflation 
skyrocketed. It has been a common error for central banks to underes-
timate the risks tied to asset price inflation. Between 1994 and 2008, 
the Icelandic banks expanded the money supply by a factor of 10, while 
nominal GDP tripled. When money supply growth dramatically out-
strips GDP growth, the result is inflation (assuming the new money is 
spent), even if most of the inflation for some period of time only shows 
up in asset prices. It is stunning that to this day, central banks seem to 
not understand this concept.
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It is critical to review why the Icelandic banks failed and what the 
triggers were. After all, the capital held at the banks was above inter-
national regulatory requirements. In a detailed 2017 study done by 
Brookings, they found that over 20 percent of the banks’ combined loan 
portfolio at the time of failure was to six groups of related parties. This 
was a stunning revelation detailed after the fact when the Icelandic gov-
ernment went to great lengths to figure out the root causes of the issue 
by lifting bank secrecy laws and producing reports on their recount of 
what occurred. Leading up to the crisis, capital flows to Icelandic banks 
and the domestic economy more broadly exploded because of investors 
searching for yield with Iceland offering higher interest rates than other 
countries. This was occurring at a time when Iceland was undergoing a 
four-year hydroelectric dam and aluminum smelter project that equated 
to roughly 50 percent of Iceland’s GDP, which likely gave the illusion 
of a booming and healthy economy. Much like was well documented 
in the U.S. market leading up to the global financial crisis, Icelandic 
banks were increasingly turning to exotic financing instruments such 
as collateralized debt obligations (CDOs) that resulted in shifting loan 
exposure off the bank balance sheet. The banks would essentially take 
various loans and package them together into one product without hav-
ing much of an idea about the creditworthiness of the borrower and then 
seek to offload the packaged loans. This led to the overall weakening of 
credit standards much like what we saw in the United States leading up 
to the crisis. Another issue was the banks’ increasing reliance on foreign 
deposits that were estimated to be 15 percent of the total balance sheets 
at the time of failure. Again, international investors were drawn to the 
generous yields being offered, and rating agencies had bought into this 
fictitious world where risks were minimal. The problem was that the 
banks had become reliant on this international funding source that was 
highly sensitive to interest rate changes. Bank deposit collections slowed 
in the latter half of 2007, so the banks borrowed from the European 
Central Bank and the Central Bank of Iceland. These authorities relied 
on rating agencies to determine the borrowing eligibility, and this was 
a problem, because rating agencies were treating rating products such 
as CDOs as being investment grade, even though the underlying loan 
portfolio could have contained toxic assets.
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According to the book, Iceland’s Secret: The Untold Story of the World’s 
Biggest Con, for years leading up to the crash, the major Icelandic banks 
manipulated their share prices by purchasing large blocks of their own 
stock and dumping the shares into their own client’s accounts and hiding 
them in offshore shell companies. For example, in August of 2008, it was 
estimated that Kaupthing purchased a staggering 67 percent of its own 
trading volume while not disclosing that the bank was effectively making 
the market in their own shares. Several Icelandic banking executives ulti-
mately went to prison, but the sentences were more for public display, 
with the sentences being short and, in many cases, nonexistent.

One of the triggers for the ultimate demise of the Icelandic banking 
system was when international banks and investment companies started 
to request margin calls to businesses in Iceland when global liquidity was 
drying up. Naturally, these Icelandic businesses then went to the domestic 
banks to refinance their loans. The Icelandic banks ultimately decided to 
pile on yet more leverage to satisfy these claims, but this was just staving 
off the banking system collapse a bit longer as opposed to providing any 
solution for the underlying problems that had been bubbling for years. As 
Terry Smith said in his 2020 Fundsmith annual letter to shareholders in 
reference to a famous quote by Warren Buffett, this was, “yet another illus-
tration of the rule that it is only when the tide goes out that you find out 
who has been swimming naked.” This is another example of why banks 
are such horrible businesses. A liquidity crisis can emanate somewhere 
else around the world and be the trigger for a bank or banking system 
collapse in a completely separate country. The Icelandic banks obviously 
were a large part of the problem with lending to a concentrated group of 
parties, piling on insane debt levels, increasingly turning to more exotic 
debt instruments and lowering overall credit standards, and becoming 
overly reliant on international funding, but the reality is that the ultimate 
trigger for the collapse was a liquidity issue that didn’t even start in the 
country. This should be terrifying but certainly not surprising for anyone 
who has taken a few moments to study the history of financial crises.

Iceland is the smallest economy in the world to have its own floating 
currency, and the króna has a history of instability. In addition to other 
problems a volatile currency can have on an economy, this piece of infor-
mation was also relevant in the demise of the Icelandic banking system. 
As previously stated, leading up to the crisis, the Icelandic banking system 
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had become reliant on international funding. International funding is 
done in currencies that are not the domestic currency. You would think 
that a small country with a history of currency instability would have 
strict regulations for foreign currency reserves, but this was not the case 
leading up to the global financial crisis. In the study done by Brookings, 
it is estimated that the foreign deposits at the time were as much as eight 
times the currency reserves set aside by the Central Bank of Iceland. In 
short, the banks did not have enough international currency to return to 
international individuals and businesses that were now making margin 
calls, and the Central Bank of Iceland barely had any international cur-
rency in reserve, either. Once the banks failed, this led to a devaluation of 
the Icelandic króna. The currency devaluation produced a rise in mone-
tary inflation that forced an increase in interest rates and in turn triggered 
mass mortgage defaults. The capital controls put in place to stem the run 
on the króna were removed only in 2017. As an international investor, if 
you have seen that a country is willing to lock your money up for close to 
a decade, I am not sure how you ever achieve any level of confidence that 
you will be able to retrieve your money. In that sense, the weak domes-
tic currency should become somewhat of a self-fulfilling prophecy, even 
though the capital controls were put in place to stabilize the currency.

In summary, as it relates to banks under fractional-reserve banking, 
these are just a few of the things that can go wrong with the business. An 
individual bank itself can be doing everything right, which was not the 
case in Iceland leading up to the financial crisis but can be brought down 
by a liquidity crisis brewing across the world, an issue with the domes-
tic currency, and many other developments, of which we probably still 
understand only a fraction today. Anyone who can say with certainty as 
to what the ultimate impacts will be of the money printing, piling on of 
debt at the government and corporate levels, paired with global economic 
weakness in response to the COVID-19 crisis, is lying to him/herself.

Macroeconomic Impact

We studied several macroeconomic effects of the banking system in 
the previous section, but I wanted to talk about the alleged miracu-
lous recovery that Iceland experienced in the years following the global 
financial crisis. Iceland returned to growth within just two years and was 
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one of the biggest success stories in terms of European economic growth 
in the years following the financial crisis. In addition to the  previously 
discussed government actions and policies, taxes were increased, spend-
ing was reduced in areas such as education and health, public sector 
 payments were reduced, and debt relief and austerity measures were 
applied to both the public and private sectors. It may be true that these 
government policies contributed to some degree to the economic recov-
ery of Iceland in the years following the crisis, but I would attribute the 
overwhelming amount of the recovery to a single factor: the tourism 
boom. Tourism alone was estimated to have accounted for 40 to 50 per-
cent of the economic recovery of Iceland from 2010 to 2016. In 2019, 
prior to the COVID-19 crisis, it was reported that tourism accounted for 
42 percent of Iceland’s economy, which was an increase from 27  percent 
in 2013. As of 2018, Iceland was receiving over 2.3 million visitors 
per year compared to approximately 350,000 people living in Iceland. 
To put this into perspective, Iceland received about 490,000 visitors in 
2010 when tourism growth really started to take off. This torrid growth 
in the tourism sector equated to a near five-fold increase in interna-
tional visitors over just an eight-year period. This overnight explosion 
in international tourism can be attributed to the weak currency, low oil 
prices, and cheap international flights. Put simply, it was cheap to travel 
to Iceland. When I purchased my airfare ticket to Iceland in 2015, the 
cost was $500. I, too, had been attracted to the competitive rates being 
offered by domestic discount airlines such as WOW Air (which later 
went bankrupt in 2019).

As I had warned in The Wandering Investor, the Iceland economic 
model that fueled growth for years following the financial crisis was 
not sustainable, which became apparent in the wake of the COVID-19  
crisis. The economy has been far too reliant on one sector, and this  
sector happens to be one that is not a utility, either. What I mean by 
this is that people do not have to travel like they need to eat, drink, 
or use the Internet. During times of economic distress, consumers will 
cut back on discretionary travel spend. It is far more favorable for a 
domestic economy to be built upon an industry that has relatively stable 
and growing demand across the business cycle. Additionally, it has been 
reported that high levels of tourism in recent years have impacted the 
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environment to some extent, and this could affect future travel demand, 
because  Iceland’s tourism demand is primarily due to the natural beauty 
offered by the country. In future years, Iceland will have to delicately bal-
ance tourism growth with preserving the environment while diversifying 
the overall economy.

I remain convinced that Iceland having a floating currency does not 
make any sense. A country with a little over 360,000 people with a total 
GDP of nearly $25 billion (as of 2019) that relies on tourism, fishing, 
and aluminum smelting should not have a floating currency. The reality 
is that the currency crash that occurred during the global financial crisis 
would have been much worse if it weren’t for the capital controls put in 
place that remained for nearly a decade. There will always be potential 
for extreme currency volatility and financial devastation with a country 
profile such as what we have with Iceland. In 2017, the Icelandic finance 
minister said that the country was considering pegging the domestic 
currency to another currency such as the euro. This never happened, 
and I suppose they are waiting for a worse financial crisis to occur to 
make the move.

I don’t believe that Iceland learned much from their devastating 
experience during the global financial crisis. I have had this view for 
years, and it has been controversial, with editorials being published, such 
as the 2015 article in The Washington Post titled, “The Miraculous Story 
of Iceland,” that ran counter to my personal diagnosis. Iceland has main-
tained a floating currency and has failed to diversify the economy in 
any material way. I think a good comparison for Iceland following the 
 financial crisis would be an economy such as Brazil that rode the oil 
boom from 2000 to 2012, when it was one of the fastest growing major 
economies in the world. Brazil’s economy has never recovered since oil 
prices declined. The underlying economic issues in Brazil were covered 
up for a period of time owing to high oil prices. The same can be said for 
Iceland as it relates to tourism. The Icelandic banks are reportedly much 
better prepared for a crisis scenario than they were leading up to the 
global financial crisis, but Iceland is likely to have additional  problems 
associated with the slowdown in the tourism sector. Aside from dramati-
cally curtailing overall GDP growth and rising unemployment, the cool-
ing tourism sector is making it increasingly likely that there could have 
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been dramatic overbuilding in the tourism infrastructure market that 
has the potential for a significant rise in bad loans and issues for the 
overall Icelandic housing market. A 2020 report by Fitch estimated that 
the hotel capacity in the capital was estimated to increase by 25 percent 
over a three-year period when it was unclear as to how demand would 
rebound from the COVID-19 crisis.

Fortunately for Iceland, despite the lack of ability to diversify the 
overall economy, they have maintained a strong environment for busi-
ness. There has historically been a high correlation between the long-
term success of a given economy and how friendly the country is in 
terms of business protections. Iceland ranked 13th globally in the 2022 
Index of Economic Freedom. Despite the positive marks, as it relates 
to upholding the rule of law and providing for efficient regulations, 
I believe Iceland will eternally be at risk of another major crisis with a 
small and undiversified economy that has a floating currency. Unlike 
during the last crisis, Iceland likely won’t have one exploding industry 
to bail them out.



CHAPTER 3

Indonesia

Asian Financial Crisis (1997–1998)

Background and Market Impact

Our journey back through history and around the world brings us to 
Southeast Asia in the 1990s. During the period of the late 1980s and 
early 1990s, several Southeast Asian economies such as Indonesia,  
Thailand, Singapore, Malaysia, and South Korea were on fire and rack-
ing up annual GDP gains in the range of 8 to 12 percent. Despite the  
strong growth, there were issues brewing underneath the surface. Much 
like what we saw with China in the 2000s, these hot Southeast Asian 
economies were primarily being supported by export growth and areas 
such as foreign investment (although some studies argue that other fac-
tors such as improved school systems contributed to the outsized growth 
rates). These economies had exchange rates tied to the U.S. dollar (with 
the exchange rate pegs, trading bands, and managed float systems vary-
ing in degrees of commitment) and were using high interest rates that 
brought a flood of investments into the countries. As is almost always 
the case leading up to financial crises, there was a credit boom that was 
attributable to the influx of foreign investment. The flood of money led to 
rising valuations in real estate and equities. These countries were financ-
ing a portion of their operations with short-term debt that was issued 
in international currencies. Financing operations with short-term loans 
issued in foreign currencies is fine if you assume a stable currency and 
have proper foreign currency reserves, but it can lead to disaster if these 
are false assumptions.

In the mid-1990s, the United States began to raise interest rates 
to combat inflation. This had a dual impact for the Southeast Asian 
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economies of making their exports less attractive and causing less foreign 
investment, as money was drawn to the U.S. market. This ultimately led 
to a sharp depreciation in the currencies of Southeast Asian economies 
such as Indonesia, Thailand, Singapore, Malaysia, and South Korea.

As a quick summary, according to Federal Reserve History:

On July 2, 1997, Thailand devalued its currency relative to the 
U.S. dollar. This development, which followed months of specula-
tive pressures that had substantially depleted Thailand’s official for-
eign exchange reserves, marked the beginning of a deep financial 
crisis across much of East Asia. In subsequent months,  Thailand’s 
currency, equity, and property markets weakened further as its 
difficulties evolved into a twin balance-of-payments and banking 
crisis. Malaysia, the Philippines, and Indonesia also allowed their 
currencies to weaken substantially in the face of market pressures, 
with Indonesia gradually falling into a multifaceted financial and 
political crisis.

Capital that had been pouring into the Southeast Asian economies 
quickly fled, and this led to sharp currency devaluations and issues in 
the banking sector. The Thailand stock market declined by 80 percent, 
with Indonesia’s equities plunging by 60 percent. Given the lack of for-
eign exchange reserves, Indonesia abandoned their managed float system 
(where central banks attempt to influence their countries’ exchange rates 
by buying and selling currencies to maintain a certain range) and allowed 
the rupiah to float freely. The rupiah declined by 75 percent, real per 
capita GDP dropped by 13 percent, and prices for basic food staples 
 skyrocketed by as much as 80 percent, along with the unleashed inflation.

How Businesses Were Affected

We will once again start by looking at the financial sector, because this 
is where we can usually learn the most from crises. In the years leading 
up to the Asian financial crisis, Indonesia had reduced regulations in the 
financial sector. The Indonesian banking sector had traditionally been 
dominated by state-run banks, but policy changes in the 1980s paved the 
way for the rise of private commercial banks. Between 1983 and 1984, 
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Indonesia introduced its first financial deregulation policies. This initial 
financial deregulation allowed for commercial banks to set their own 
interest rates along with the removal of restrictions on commercial bank 
loans. The result was a rise in interest rates and a large increase in com-
mercial bank loans and deposits. The second round of financial deregula-
tion in Indonesia occurred in 1988. These policies encouraged new banks 
to start by providing for a reduction in commercial bank minimum paid 
capital and legalizing foreign joint ventures with local banks. The finan-
cial deregulation in Indonesia was happening at a time when the local and 
regional economies were booming, as is usually the case.

A 1999 study conducted by the University of Pennsylvania concluded 
that, leading up to the Asian financial crisis, the Indonesian banking sec-
tor had rapid credit growth, a large amount of poorly capitalized private 
banks, intense competition for customers, high exposure to related and 
affiliate parties, and an overall lack of oversight and guardrails. There were 
clues leading up to the crisis that the banks needed more oversight and 
higher capital requirements. As an example, Bank Summa, which was a 
top-10 bank in Indonesia, collapsed in 1992, and upon liquidation, it 
was revealed that a staggering 70 percent of the total loan portfolio was 
nonperforming loans, and that many of the bad loans had been made to 
affiliate companies, similar to what we saw happen in Iceland. This was 
just one of the more high-profile examples of issues in the Indonesian 
financial sector leading up to the Asian financial crisis. The reality was 
that the banks were undercapitalized, and the balance sheets had large 
exposures to loans of poor quality. These issues were covered up when the 
economy was flourishing, but the Indonesian financial system was not 
prepared to weather a financial shock.

Thinking high level about comparisons between Iceland during the 
global financial crisis and Indonesia during the Asian financial crisis, 
we can arrive at these conclusions: both were characterized by a bank-
ing system with high debt levels with poor regulation and loose over-
sight, both had high loan exposure to affiliate parties, both had rapid 
credit growth leading up to the crises, both had a currency-mismatch 
problem where they were borrowing in international currency and lend-
ing in domestic currency without proper reserving, and both had hot 
economies leading up to the financial crises that masked the underlying 
issues and led to rising values in the equity and real estate markets. The 
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rapid credit growth and rising equity and real estate valuations are near- 
universal characteristics of all markets leading up to financial crises. One 
of the major differences between Iceland and Indonesia was that Ice-
land had a floating currency, and Indonesia had a managed float system 
with a trading band that was U.S. dollar-denominated (although the 
Indonesia currency system was opaque and didn’t clearly spell out the 
exchange rate band links to foreign currencies). Both ended up resulting 
in currency crashes.

I would argue that the issue with the Asian currencies during the 
Asian financial crisis had to do with the lack of foreign currency reserv-
ing as opposed to the overall strategy of managing their currencies 
 relative to foreign currencies. The Asian countries did not have proper 
reserves on hand to defend the currency linkages, which resulted in the 
currency crashes. The most sensible strategy a country can employ to 
defend their currency peg, band, or managed float system is for the 
central bank to purchase more of the domestic currency during a time 
where there is potential for a crisis. The ability of a central bank to 
buy their own domestic currency depends on the size of liquid foreign 
currency reserves along with the size of the current and capital account 
surplus or deficit. In order for a central bank to purchase their own 
domestic currency, they must have foreign currency to sell in order to 
fund these purchases. If Indonesia had proper foreign currency reserves 
on hand leading up to the crisis, it could have mitigated the effects by 
quickly moving to stabilize the rupiah by selling foreign currency and 
buying the Indonesian rupiah on a large scale to provide for temporary 
stabilization. I personally don’t agree with those who argue against cur-
rency bands, pegs, and managed float systems for emerging countries 
with volatile economies. As support for this line of thinking, examine 
what Iceland had to do during the global financial crisis to support the 
króna. Capital controls were implemented for nearly a decade to provide 
support for the currency. Having seen that, no sensible international 
investor would ever place a dollar of investment in the country again, 
knowing that they may not ever be able to take the money out. To be 
clear, capital controls are also an option for countries such as Indonesia 
that have used currency pegs, bands, and managed float systems, but 
I believe it is easier to maintain domestic currency stability if a country 
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with a volatile economy maintains a peg or band to a relatively stable 
basket of currencies and keeps proper foreign currency reserves. What 
if COVID-19 had only existed in Iceland and tourism, which the econ-
omy heavily relies on, was banned for years? Assuming that only Iceland 
was impacted and larger and more stable economies such as the United 
States were doing just fine, the Icelandic currency would have an epic 
crash, rivaling the worst we have seen in history. This extreme situation 
could be mitigated with an effective currency peg or band assuming 
sensible policies on foreign exchange reserves and quick reaction by the 
central bank to sell international currencies in favor of the domestic 
currency on a massive scale.

One of the reasons the Indonesian banking sector was hit so hard 
during the Asian financial crisis, aside from the reasons already stated, was 
that an estimated 25 percent of the bank loans in 1997 were going to the 
real estate sector. Like many other periods in history, the combination of 
too much money chasing too few quality opportunities, high real estate 
prices bringing additional real estate investment, and weak financial regu-
lation ultimately led to the demise of the domestic banking sector. What 
was happening in the Indonesian real estate sector leading up to the crisis 
could have even been worse than what we experienced in markets like the 
United States leading up to the global financial crisis. Some estimates say 
that 95 percent of Indonesian real estate development during the run-up 
to the Asian financial crisis was being financed by loans from the banking 
sector. It doesn’t take an economic expert to see how this ended badly. 
When real estate prices declined, and the domestic currency and inter-
est rates increased, there were mass loan defaults in the property sector 
that caused severe stress in the Indonesian banking system.  Making this 
financial implosion worse was the fact that domestic banks had financed 
long-term loans to property developers with short-term international 
financing denominated in foreign currency. These loans had both the 
currency and timing mismatch issues that were previously touched upon. 
Many of these international loans were unhedged in nature, so when 
the Indonesian rupiah collapsed, the amount to be repaid became much 
more expensive for the domestic Indonesian banks, and many interna-
tional funding sources stopped making new loans to the now distressed 
Indonesian banking sector. Similar to what we studied in the case of 
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Iceland, foreign exchange reserves were not adequate to weather this cri-
sis scenario. In June of 1997, it was estimated that  Indonesia’s short-term 
debt relative to foreign exchange reserves stood at 180 percent, which was 
only behind Korea in terms of exposure. Just as international funding for 
the Indonesian banking sector was drying up, there was limited liquid-
ity domestically. The plunging rupiah and significant increase in interest 
rates led to a surge in loan defaults in many other areas of the economy. 
Terrified Indonesians created a run on the banks by withdrawing money 
from the local banks, with some individuals reallocating funds to inter-
national banks and others to perceived safer state-controlled domestic 
banks. By late 1997, a large portion of the Indonesian banking sector was 
considered insolvent.

Outside of the banking sector, one of the most impacted industries 
was construction. Almost overnight, this went from a burgeoning indus-
try with rapid job gains to one with massive layoffs. Manufacturing 
was another hard-hit industry. Given the steep decline in the Indone-
sian rupiah, exports were now more expensive and not as competitive. 
Demand for manufacturing exports disappeared, resulting in huge  layoffs 
and a large decline in production activity. One of the other business 
impacts that occurred as a result of this crisis was the amendment to 
the Bankruptcy Act in 1998 to a law that was created in 1905 and had 
remained largely unchanged for nearly a century. Prior to amendments to 
the bankruptcy legislation, there were virtually zero domestic bankruptcy 
court cases likely owing to a lack of confidence that the court system 
would successfully resolve the issue. The bankruptcy law amendments 
sought to speed up bankruptcy court proceedings along with providing 
for remedies such as the creation of a commercial court to improve the 
credibility of potential bankruptcy court proceedings.

Macroeconomic Impact

Let us look at the role of the IMF in the wake of the Asian financial 
crisis in Indonesia. In November of 1997, Indonesia entered into a three-
year agreement with the IMF for $10 billion. The IMF deal would ulti-
mately swell to over $40 billion. The IMF rescue packages had attached 
contingencies such as the bankruptcy law amendments discussed earlier. 
Additionally, the Indonesian government agreed to close insolvent banks, 
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15 major government-subsidized projects were halted, and reforms were 
put in place to eliminate monopolies, among other measures.

When thinking about IMF support during times of severe crises, 
I always wonder who is going to bail out the IMF. In the wake of the 
global COVID-19 crisis, the IMF reported that half of the world’s coun-
tries had requested a bailout. To provide a quick review, the IMF acquires 
its budget from member states that pay subscriptions with the amounts 
paid in accordance with the size of the economy. The amount a country 
pays to the IMF determines the voting rights it has along with the eligible 
financing it can receive from the IMF. The IMF can borrow money under 
separate agreements with the participating countries. As discussed in the 
chapter on the United States related to COVID-19, I think that, after 
COVID-19, even countries such as the United States are now caught in 
an unsustainable debt spiral without strong economic and population 
growth to provide for a bailout scenario like in the past. With the world 
facing significant financial challenges, it is right to question how inter-
national organizations such as the IMF will be financed in the future. It 
is not a long-term solution to simply print more money to finance these 
organizations, because printing more money will ultimately lead to the 
underlying fiat currencies becoming worthless if done with enough length 
and severity.

To recover from the Asian financial crisis, Indonesia implemented 
reforms in the banking sector that included, along with amendments 
to the bankruptcy law previously discussed, other measures: expanded 
oversight and bank restructuring efforts, which increased capitalization 
requirements. The food crisis that was exacerbated by soaring inflation 
was assuaged with emergency imports and temporary subsidies. Interest 
rates were increased, which dampened inflation and facilitated recovery 
in foreign reserves.

When I visited Indonesia in late 2019, it was readily apparent that the 
country had a long way to go in terms of Copyright laws. As stated in my 
book, The Wandering Investor: 

If you spend time in Indonesia, you likely will notice brands 
and stores that are infringing on the patents of global brands. 
For example, I saw a “Popeye” fast food chain that was clearly 
ripping off the Popeyes name and brand. We were told of stories 
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about various trademark pirates that have been responsible for 
stealing the Polo Ralph Lauren intellectual property and brand 
in Indonesia (this was confirmed by my independent research). 
Driving around the country and conducting even the most basic 
Internet searches, you will find that Indonesia has had long- 
running problems in regard to the regulation and enforcement 
of Copyright laws.

This discussion is relevant here because it tells you that, even though 
regulatory reforms put in place in the aftermath of the Asian financial 
crisis were improvements, Indonesia still has a long way to go in terms 
of catching up to the Western world. It would be difficult for me to trust 
many of these alleged business environment improvements if, 20 years 
after the Asian financial crisis, the government is completely unwilling to 
uphold basic business protections such as Copyright laws. 

In 2018, the Indonesian rupiah fell to its lowest levels since the Asian 
financial crisis, and the currency has remained volatile over the years. 
Unlike leading up to the crisis, the rupiah is not managed in a band 
against other currencies but floated against a basket of currencies of 
 Indonesia’s major trading partners. A 2018 report on Indonesia’s currency 
stated, “The high foreign ownership on bonds coupled with  Indonesian 
corporates’ increased USD debt are also rendering (the  Indonesian 
rupiah) prone to more weakness.” At that time, in 2018, it was esti-
mated that 41 percent of the debt was denominated in foreign curren-
cies. The high foreign ownership of domestic debt is a problem, because 
if the domestic currency depreciates, it makes it more expensive to pay 
off the debts denominated in foreign currency, which has been a large 
figure for Indonesia. Additionally, if all the foreign-denominated cur-
rency funding were to leave, it would substantially hit Indonesia’s foreign 
exchange reserves. In recent years, the Indonesian government has tried to 
diversify the economy away from areas such as oil and gas toward sectors 
such as manufacturing and tourism. To the extent that the Indonesian 
economy continues to be more diversified and stable across the business 
cycle, the domestic currency will naturally become less volatile. I believe 
that  pegging the rupiah or responsibly managing the currency relative 
to a basket of currencies while maintaining conservative levels of foreign 
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exchange reserves and reducing the reliance on foreign money for the 
debt  markets would go a long way toward reducing the ongoing currency 
volatility. A problem that emerging currencies have is that they just aren’t 
very  liquid. As an example, I investigated acquiring  Colombian pesos and 
found out that the cost of acquisition was an 8 percent spread on each end 
of the trade. This is incredibly expensive and standard across emerging 
currencies. I think that many emerging currencies have been artificially 
deflated owing to a massive disadvantage in the form of  illiquidity. To the 
extent that services such as WhatsApp follow through on their goals of 
reducing cross-border currency transactions to zero over time, this should 
provide for more stability for emerging currencies.

Despite some negative commentary, Indonesia has come a long way 
since the Asian financial crisis. According to 2020 data produced by the 
World Bank, the country has reduced the poverty rate by more than half 
since 1999. The GDP per capita has risen dramatically, soaring from 
$459 in 1998 to $4,151 in 2019. Even though Indonesia significantly 
lags in terms of business normalization conditions in comparison to 
much of the Western world, the country has been trending in the right 
direction in recent years in rankings such as the Index of Economic Free-
dom. Indonesia has a similar story to India but is earlier on in terms of 
the growth trajectory: the country has a large and growing youthful pop-
ulation that is very early on in terms of rising consumption. As I wrote in 
The Wandering Investor:

The lingering question will be if Indonesia can overcome corrup-
tion, insufficient infrastructure, poor education and health care 
systems, and a less favorable regulatory environment compared 
to more developed countries to fully take advantage of enormous 
consumer growth opportunities? Time will tell. 

Indonesia needs to do a lot more to shore up their ongoing issues 
related to currency volatility. Indonesia must also reduce its reliance on 
foreign debt, as this becomes a significantly higher risk when factoring 
in the volatile domestic currency. The country must continue to push to 
diversify the economy, as the historically undiversified nature of the local 
economy has exacerbated the ongoing currency issues and made crisis 
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scenarios more likely. Indonesia’s historical reliance on selling products 
and services abroad has been a major contributor to the issues they have 
constantly faced in terms of a reliance on international funding and cur-
rency gyrations. To reduce risk, Indonesia must further turn its attention 
inward and focus on cultivating the country’s biggest asset that is its 
large and youthful population. As I have written about at length before, 
this all starts with education, and Indonesia needs to improve its educa-
tion system and provide better opportunities and incentives to start and 
maintain higher value chain businesses that would encourage additional 
domestic consumption.



CHAPTER 4

Zimbabwe

Hyperinflation (2007–2009)

Background and Market Impact

I wanted to cover the hyperinflation crisis in Zimbabwe not only because 
it is a good case study for any business class, but also because it is fun-
damentally different than many other crises that began with a banking 
crisis. While still a contributing factor, the hyperinflation situation in 
Zimbabwe did not begin with a banking crisis. This bout of hyperin-
flation is ranked as the second most severe period of hyperinflation in 
modern history behind Hungary in the 1940s.

I need to begin this discussion with defining hyperinflation: a period 
of rapidly rising prices for goods and services when price increases usually 
measure over 50 percent per month. To quote the book When Money 
Destroys Nations: How Hyperinflation Ruined Zimbabwe, How Ordinary 
People Survived, and Warnings for Nations that Print Money in reference 
to hyperinflation, “it is the dramatic process of an established currency 
losing its usefulness as money.” Hyperinflation usually occurs as a result 
of some combination of war, economic turmoil, high national debt levels, 
excessive money printing, political instability, and a loss of confidence in 
the monetary system. While relatively rare in history, these extreme cases 
of hyperinflation have often resulted in efforts such as the abandonment 
of a currency altogether or adjustments such as new currency pegs being 
enacted. Some of the most famous hyperinflation cases in history include 
Hungary in the 1940s, Yugoslavia in the 1990s, Germany in the 1920s, 
and Greece in the 1940s.

I have torn into the Zimbabwean government in the past because this 
crisis was mostly self-inflicted and induced by disastrous government pol-
icy. As I write this chapter in 2021, Zimbabwe has never really recovered 
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from the hyperinflation crisis in the 2000s. It is hard to believe now, but 
Zimbabwe was once known by locals as the breadbasket of Africa because 
it provided food for the continent. Some argue that depicting Zimbabwe 
as the breadbasket of the continent is an overstatement, but at the least, 
Zimbabwe used to be self-sufficient when it came to food. Those arguing 
against the breadbasket claims will point to data such as the fact that 
Zimbabwe never surpassed a 10 percent market share in Africa in terms 
of maize and wheat production between 1961 and 2013. Zimbabwe 
may never have been the true breadbasket as has often been depicted, 
but the country was still a net exporter of maize and food self-sufficient 
prior to the infamous land reforms. In the early 2000s, Robert Mugabe 
(who was president of Zimbabwe at the time) launched land reforms 
that ultimately resulted in seizing White-owned farms and transferring 
this property to local Black individuals. One of the main issues with this 
policy was that many of the Black individuals that inherited the property 
did not have any experience with farming. Most of the country’s over 
4,000 White farmers were forced from their land and fled to surround-
ing countries. To be clear, not all of Zimbabwe’s agricultural decline was 
policy-related. The country suffered from two severe droughts in 1992 
and 1995 that impacted domestic production and the local economy 
overall. Having said that, these droughts in the 1990s do not explain 
the plunging domestic agricultural production in the 2000s. Between 
2000 and 2007, domestic commercial farming production plummeted 
50 percent. Only in 2020 did Zimbabwe try and offer to return land 
and compensate individuals who were impacted by these disastrous pol-
icies. The economic carnage has long persisted as a result. Not only has 
the local agricultural sector never recovered, but other segments such as 
real estate and foreign investment overall have suffered lasting impacts. 
Would a sensible investor buy a piece of property in Zimbabwe knowing 
that in the past, the government has confiscated property on a large scale 
without providing compensation? I would think not. As I have written 
in The Wandering Investor:

Estimates have the country pegged at $600 to $700 a year per 
capita GDP. To get a sense of how poor this is, England would 
have been in a better economic state at the start of the Industrial 
Revolution in the late 1700s.
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What developed in Zimbabwe as a result of these land reforms had 
a similar economic impact as the Natives Land Act of 1913 in South 
Africa. With the Natives Land Act, 7 percent of arable land was allocated 
to Africans, and the remainder was allocated to the White population. 
Over 80 percent of the land went to the White population who made up 
less than 20 percent of the total population. Similar to what happened 
later on in Zimbabwe, this forced land distribution removed economic 
incentives and had disastrous long-term consequences for the economy 
and standard of living.

Thinking high level, the seeds of Zimbabwe’s hyperinflation were 
planted when the government confiscated the farmland, which set off a 
chain of negative events. Foreign investment dried up, lending to farmers 
plunged owing to the lack of enforcement of land ownership (along with 
the fact that most of the farmers who received the confiscated land did 
not have much agricultural experience), which resulted in a long-term 
decline in domestic agricultural production, and real estate values were 
negatively impacted by the land reforms. In short, the land reforms had 
the dual impact of reducing country wealth due to declining value in 
agriculture and real estate, which had a dramatic effect on the overall 
GDP and average household wealth. When thinking about the recipes for 
hyperinflation, the land reforms set in motion ingredients like economic 
turmoil and political instability. The land reforms also raised prices for 
food, as agricultural production declined. We will now discuss some of 
the other lethal ingredients of this deadly cocktail.

As is almost always the case with periods of elevated inflation, the 
Zimbabwean government was increasing the national debt. They financed 
these debt issuances with money printing, which caused the domestic 
currency to become less valuable. In 1997, the Zimbabwean government 
financed direct payments and pension payments to war veterans who 
equated to approximately 3 percent of the total GDP. The budget deficit 
in 1997 soared 55 percent from 1996, and the World Bank withdrew an 
outstanding credit line to Zimbabwe. At least part of these payments to 
war veterans were supposed to be covered by tax increases in 1998, but 
mass protests caused the government to renege on this plan.

In 1998, the Zimbabwean government sent troops into the Demo-
cratic Republic of Congo to prop up their leader who was under assault 
from rebels backed by Rwanda and Uganda. The official figures are 
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believed to have greatly understated the total cost of this effort, but the 
monthly war costs in 1998 were reported to have equated to 0.4 percent 
of the total GDP, and this was before additional troops were deployed 
in 1999. This costly act of war was not done just out of the goodness of 
 Zimbabwe’s heart but was rather meant to enrich Zimbabwe’s politicians 
with a deal for mineral concessions in exchange for the military support. 
This is just one example in a very long list of government corruption 
occurrences in Zimbabwe’s history. To give you an idea as to how corrupt 
the Zimbabwean government has been, in January of 2000, there was a 
lottery put on by a partially owned state bank. President Robert Mugabe 
was the winner of the top cash prize, $100,000 in local currency (doc-
umented in the book Why Nations Fail: The Origins of Power, Prosperity, 
and Poverty). The fact that he was even eligible to win this prize tells you 
everything about the government’s moral compass and priorities.

While still a decade prior to the hyperinflation, most consider Black 
Friday to be the moment when Zimbabwe’s economy collapsed. On 
November 14, 1997, the Zimbabwean dollar lost nearly 72 percent of 
its value against the U.S. dollar. The domestic stock market plunged 
46  percent in sympathy with the stunning collapse of the local currency. 
The series of events detailed above are believed to have contributed to 
the currency collapse. Additionally, there were rumors at the time that 
Zimbabwe did not have enough foreign exchange holdings to cover a 
few months of imports. As deficits rose, agricultural production declined, 
money printing increased, the currency collapsed, and inflation increased. 
The rise in inflation further hurt agricultural production and domestic 
consumption because it made importing farming equipment more expen-
sive and encouraged more exporting of agricultural products because of 
currency devaluation, causing further food shortages.

At the time of the collapse of the Zimbabwean dollar in 1997, the 
domestic currency was operating under a managed float system compa-
rable to what we studied in the chapter on Indonesia. The  Zimbabwean 
government went on to peg the local currency to the U.S. dollar in 
1999, and the currency ended up disintegrating despite the peg. The 
combination of a currency peg or managed float system, prudent fiscal 
management, confidence in the local government, and adequate foreign 
exchange reserves, along with the ability and willingness to shore up the 
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local currency in the event of a major destabilizing event and increas-
ing economic diversification, will dramatically mitigate the chance of 
an unstable domestic currency. The best way for a country to have a 
high probability of maintaining a sound currency is to have the fiscal 
and economic qualities listed previously while supplementing this with a 
currency peg or managed float system and conservative foreign exchange 
reserves. I believe it is best if a country like Zimbabwe manages its cur-
rency to a diversified basket of assets such as the U.S. dollar, the euro, the 
 Japanese yen, the Chinese renminbi, the British pound, the Australian 
dollar, and gold. Owing to the soaring debt levels and ongoing weak 
economic growth, I have become increasingly worried about the health 
even of currencies such as the U.S. dollar that have long been considered 
safe havens. I would attribute the destabilization of the Zimbabwean 
dollar as being just as much responsible for the economic catastrophe in 
Zimbabwe as other causes such as the land reforms and the war in the 
Democratic Republic of Congo.

In the 2000s, as Zimbabwe’s economy slumped, basic consumer 
 staples were in short supply, inflation increased, confidence in the local 
government eroded, and people started leaving Zimbabwe in large num-
bers. In 2005, approximately 6 percent of the population is estimated to 
have left the country. The emigration further exacerbated the food and 
consumer staple supply issue and led to higher inflation. The disaster fly-
wheel was in full swing, as the emigration out of Zimbabwe reduced the 
country’s taxable base, and this resulted in the printing of more money 
and further devaluation of the domestic currency. The Zimbabwean 
 government again made the situation worse when they decided to imple-
ment price controls on goods sold with the goal of taming the soaring 
inflation. Anyone who has spent time studying economics will know 
how this turned out. Production of consumer staples was further reduced 
given the decline in incentive to produce the goods. Inflation soared to 
new highs as a result.

In 2008, inflation in Zimbabwe was estimated to have been 
79.6  billion percent month-over-month! This is a daily inflation rate of 
around 98 percent. In other words, prices would roughly double every 
day. Imagine going to the supermarket and buying a bag of tomatoes 
for $3 at the beginning of the week and then returning a week later to 
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find that the price has increased to $192. In 2009, Zimbabwe stopped 
printing its own currency and other currencies were used. In 2015, 
the Zimbabwean central bank announced that Zimbabwean dollars 
would be exchanged for U.S. dollars. The dollarization process that was 
started in 2009 was taken further with the local currency being scrapped 
 altogether in 2015.

When hyperinflation roars to the degree that it did in Zimbabwe 
during this period, it is extremely confusing to figure out how much 
products cost in terms of real purchasing power. Most calculators don’t 
even possess the ability to include enough zeros to figure out the cost 
of consumer staples. When hyperinflation gets this out of control, gov-
ernments typically respond by removing zeros from the currency, which 
only further compounds the confusion about the real cost of consumer 
staples. As we have recently seen in Turkey, related to their high rates 
of inflation, the Zimbabwean government underreported inflation in an 
attempt to make people believe that inflation is lower than it really is, with 
the goal of lowering future inflation expectations. This is all part of the 
classic hyperinflation response playbook. Unfortunately, for Zimbabwe  
and its citizens, most of the government efforts proved futile, and the 
country has never really recovered from this period of hyperinflation.

How Businesses Were Affected

As is the case with pretty much every financial crisis situation in modern 
history, the banking sector played a role in the demise of Zimbabwe. 
The reason that banks almost always play a large role in these stories is 
that businesses rely on lending to produce goods and services. In modern 
history, banks have mainly served the role as being the primary lender to 
businesses, and more recently, we have seen micro-lenders and financial 
technology companies rising in importance. Later in this book, we are 
going to look at another case study in ancient history to see what hap-
pened when banks were more primitive.

As we have learned in this chapter, the seeds for the hyperinflation 
in Zimbabwe in the 2000s were planted by a series of events that began 
in the 1990s. In the 1990s, Zimbabwe initiated financial liberalization 
reforms, and banks such as United Merchant Bank of Zimbabwe Ltd. 
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were granted operating licenses. This bank was declared insolvent after it 
was revealed that it sold promissory notes to other banks and deposited 
the proceeds in an offshore bank account that happened to be owned 
by the head of the bank. United Merchant Bank of Zimbabwe Ltd. was 
intertwined with the entire Zimbabwean banking system, so the govern-
ment had to step in to bail out other banks to prevent a total system 
collapse. This was all happening in the late 1990s when inflation was 
ramping up and the central bank was raising interest rates in an attempt 
to rein in inflation.

There was a second wave of banking failures in the 2000s that fol-
lowed the chaos described above in the late 1990s. In the 2003 to 2004 
period, it is estimated that at least 12 domestic banking institutions were 
either placed under curatorship or liquidated. These failures were in addi-
tion to asset management businesses that failed. I think that most would 
consider this to essentially be a total financial system collapse.

One of the main causes of the widespread banking failures in 
 Zimbabwe was the rampant corruption. Another example of corruption 
in the Zimbabwean banking sector happening during that time was at 
Royal Bank. Executives at Royal Bank were said to have defrauded the 
bank of billions of Zimbabwean dollars. They allegedly awarded contracts 
for goods and services in which they had an interest. This type of corrup-
tion was going on throughout the financial sector and government.

By 2004, annual inflation had soared to 600 percent. The Reserve 
Bank of Zimbabwe (the central bank) responded by aggressively rais-
ing interest rates to combat the runaway inflation. One of the major 
problems with hyperinflation scenarios is that people often respond by 
hoarding durable goods. For example, in a country like Zimbabwe seeing 
hyperinflation, you would see locals hoarding farming equipment. People 
stop depositing money into banks and financial institutions because the 
currency has become worth substantially less or is worthless altogether. 
Banks dramatically curtail lending or stop lending money because they 
can’t be sure that the interest incurred will compensate for the rise in 
inflation. At this point, a barter or black-market economy emerges. This 
is exactly what we saw happen in Zimbabwe between 2007 and 2009, as 
Zimbabwe went back to an economy where bartering and foreign cur-
rencies were used. Citizens spend the paper money where it is accepted 
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as quickly as possible, with the expectation that the money is going to 
be worth less in the future than today. Later, I will review the history of 
banking and currencies along with why they are critical to the success of 
a given economy.

In the 2007 to 2009 period, hyperinflation took off, money veloc-
ity stalled, banks failed, the domestic currency became worthless, and 
food shortages were rampant. When you have a scenario like this, every 
business and individual is negatively impacted. According to the book 
When Money Destroys Nations: How Hyperinflation Ruined Zimbabwe, 
How Ordinary People Survived, and Warnings for Nations that Print 
Money, after the domestic currency became worthless and Zimbabwe  
attempted  dollarization, some economists estimate that between 75 and 
90 percent of the local population was unemployed. Zimbabwe had to 
import 60,000 tons of wheat in an attempt to ease the bread shortage but 
still fell short of their annual requirements.

Another industry that was particularly impacted during the  Zimbabwe 
hyperinflation saga between 2007 and 2009 was the mining sector. Just as 
economic chaos was raining down everywhere, former President Robert 
Mugabe thought it was a good idea to institute a new law  stating that 
foreign-owned local mines must present an offer for the companies to be 
51 percent Zimbabwean Black-owned. Even though there was already 
little chance that any rational foreign investor would place a dollar of 
investment in a Zimbabwean mine at this point, this 2008 declaration 
sent those chances to essentially zero. By 2021, the Zimbabwean govern-
ment had allegedly removed the mining restrictions, and foreign inves-
tors could fully own Zimbabwean mines. Even if that were the case, I 
am not sure how a foreign company could ever have confidence that the 
 Zimbabwean government won’t wake up one day in the future and decide 
to steal all their assets. This is unfortunate because Zimbabwe has a vast 
and diverse mineral base with close to 40 different minerals. Even with 
the ongoing industry headwinds that are mostly self-inflicted, the mining 
industry accounted for 12 percent of the GDP in 2022.

Government-related industries were perhaps even more affected than 
businesses in the private world. As happens during periods of hyper-
inflation, the government’s tax revenue was effectively wiped out. The 
tax revenue due at year end has depreciated to such a degree that it is 
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essentially worthless. To compensate for the lost tax revenue, the govern-
ment resorts to printing more money, which further stimulates inflation. 
Many municipal businesses went bankrupt owing to the bureaucracy 
related to municipal wages and trade unions. As a result, there are stories 
of shortages of daily necessities that we take for granted, such as water 
and electricity.

Macroeconomic Impact

To this day, Zimbabwe has never really recovered from its tumultu-
ous period that began in the 1990s. At the core of the problems has 
been political instability. In 2017, a coup forced out longtime Presi-
dent Robert Mugabe, and Emmerson Mnangagwa took over. Optimists 
had hoped that Mnangagwa would usher in a new era of prosperity for 
 Zimbabwe, but it has been much of the same. The 2018 election was 
reportedly ravaged by vote rigging and intimidation. The 2018 inflation 
rate hit its highest since 2008, which prompted another new currency 
called the Real-Time Gross Settlement (RTGS) dollar to be declared as 
the sole legal currency. Ever since the inflation saga that began in the 
1990s, Zimbabwe has tinkered with its currency. Just like every other 
effort in the past few decades, it does not look like the RTGS dollar era 
is going well. Reports in 2021 state that there is a continued existence of 
illegal foreign currency market, with 60 to 90 percent premiums being 
paid on the black market at the end of 2021 compared to the official 
market for the currency. In other words, people do not have confidence 
in the value of the currency.

Proponents of the so-called modern monetary theory (MMT) argue 
that governments that issue their own currencies are essentially monop-
olists who don’t have to worry about rising national deficit levels because 
taxes and transactions are done with the government-issued currency. The 
line of thinking is essentially that a government that issues their own 
currency can never default on the national debt because the government 
can always just choose to print more of the domestic currency. While this 
is true, what has happened at various points in history such as what we 
saw with Zimbabwe is that people ultimately end up losing confidence 
in the domestic government-issued currency altogether if it becomes the 
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consensus view that the debts won’t be repaid, or excessive inflation essen-
tially renders the currency worthless. An alternate scenario, which we will 
study later, is what has happened in Japan where the government has 
had high deficit levels and money printing coupled with deflation due 
to individuals and businesses hoarding cash. Both scenarios are problem-
atic and refute the core arguments of MMT. Instead of rallying around 
this disproven theory, I would recommend MMT enthusiasts spend some 
time examining past case studies.

Unfortunately for Zimbabwe, I do not see much changing until the 
government instills confidence in the system. The government needs to 
prove that they are willing to uphold basic forms of the rule of law such as 
property rights. Emmerson Mnangagwa has taken some steps to reverse 
the disastrous land reforms enacted under Mugabe, but it will take years, 
if not decades, of improvement before foreign investment returns in a 
meaningful way. It was good to see the Zimbabwean government finally 
agree to compensate the evicted White farmers two decades later (I am 
looking at this purely through a financial and investment lens), but it 
takes a long time to root out such deep-seated corruption and decay.

I want to address Zimbabwe’s pervasive debt problem.  Zimbabwe 
officially gained independence as a country in 1980. Upon being granted 
independence, Zimbabwe inherited sizeable debts from  Rhodesia (the 
 former unrecognized state in Southern Africa). Government debts 
expanded throughout the 1980s owing to loans for development, 
 military, and a drought. By the end of the 1980s, Zimbabwe was spending  
25 percent of the government revenue on debt repayments.  Zimbabwe 
received bailout loans from the IMF and the World Bank in the early 
1990s. As we previously studied, Zimbabwe’s debts rose throughout the 
1990s because of wars, droughts, and other factors. In 2000, Zimbabwe 
defaulted on debt repayments, and the World Bank announced that it 
would no longer be extending loans to Zimbabwe. As of 2020, the World 
Bank’s lending program to Zimbabwe is still listed as being suspended due 
to arrears. Unfortunately, Zimbabwe has never recovered from its debt 
problems that started in the 1990s. A 2020 Business Times article stated, 
“ Zimbabwe is now sitting on a sovereign debt time bomb that could trig-
ger at any time due to the ballooning external and domestic debts.” The 
key factors cited for this government debt distress were depreciation of 
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the local currency, penalties on overdue external debt, and overall budget 
deficits. This sounds exactly like the Zimbabwe that saw its currency col-
lapse in the late 1990s when it was recovering from two severe droughts 
and waging a costly war in the Democratic Republic of Congo. If you 
are an international lender and see that a country has faced decades of 
debt problems that have only been compounded by economic turbulence 
and deep-rooted political corruption, why would you ever lend money to 
that country? Unfortunately, this is the reason that it is only more likely 
that Zimbabwe will keep printing money and devaluing the domestic 
currency. After struggling mightily for decades, Zimbabwe is still stuck in 
this vicious cycle of hell.





CHAPTER 5

United States

Energy Crisis (1973–1980)

Background and Market Impact

I chose to write another chapter on the United States because the coun-
try was a major player during the 1970s energy crisis, but also so that 
I could make references to learnings from the chapter on COVID-19 
and discuss how the energy crisis of the 1970s shaped the world we live 
in today. One of the more important developments in the history of the 
oil market was the creation of Organization of the Petroleum Export-
ing Nations (OPEC) in 1960. Representatives from Saudi  Arabia, 
 Venezuela, Kuwait, Iraq, and Iran decided to form this coalition with 
the goal of supporting oil prices. At the time, these countries repre-
sented 80 percent of the world’s oil exports, and their economies were 
heavily dependent on oil revenues. For the first several years, OPEC 
did not carry much influence, but that began to change in 1971 when 
the consortium decided to restructure how foreign oil companies could 
negotiate with OPEC. Negotiations between OPEC and foreign oil 
companies were now split into separate regional areas, and this resulted 
in higher oil prices.

We have already discussed price controls earlier in this book, but this 
subject again arose during the 1970s. In an effort to tame inflation, Pres-
ident Nixon imposed wage and price controls in 1971, with oil and gas 
being among the commodities impacted. Reported inflation was slightly 
above 4 percent when the price controls were initiated, and 1,000 days 
later, when the price controls were scrapped, the reported inflation was 
in double-digit territory. When you enact price controls, this reduces the 
incentive to create a product or service. You then have a reduction in sup-
ply of a particular product or service because there are fewer individuals 
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and businesses willing to produce that product or service. In this partic-
ular instance of disastrous price control policy, the United States only 
became more reliant on foreign oil and energy because American busi-
nesses did not have much incentive to produce these commodities with 
the price controls in place. It is amazing to me that similar stories have 
repeated themselves throughout history, with the result being more or less 
the same each time. Let the free markets run their course. U.S. domestic 
oil production peaked in 1970 until a technological revolution took hold 
around 2010.

The insane price control policies enacted on oil and gas only com-
pounded issues that were related to a policy created in 1959. The 
 Mandatory Oil Import Quota program (MOIP) restricted the amount of 
imported crude oil and refined products allowed into the United States. 
With the combination of the oil price controls and oil import quota 
 program, you had a reduced incentive for domestic businesses to produce 
oil and restrictions on the amount of foreign oil that could be imported. 
President Nixon announced the end of the MOIP in 1973, but these 
measures were taken too late to stave off the energy crisis.

In 1973, Syria and Egypt attacked Israel in what would become 
known as the Yom Kippur War. Oil supplies were reduced in the wake of 
the war when Arab states suspended oil shipments to countries that were 
supporting Israel. The result was a 14 percent reduction in internationally 
traded oil. Between 1973 and 1974, the price of oil per barrel skyrocketed 
from $2.50 to $11.50. There were widespread gasoline shortages across 
the United States during this time, and it could take hours to get gasoline.

It was also in 1973 that President Nixon announced Project Indepen-
dence, which was supposed to be a plan for the United States to achieve 
energy independence with the timeline goal of 1980. Nixon was just a 
few years off in his timeline, as America didn’t materially alter the oil 
landscape until the shale oil revolution took place nearly 40 years later.

Over the ensuing years, various energy conservation policies were put 
in place to try and conserve oil and other energy supplies. Unfortunately, 
United States oil demand continued to rise, and between 1974 and 1978, 
U.S. consumption of oil imports almost doubled. At this point, the 
United States was at the mercy of foreign oil. This was long before the 
days where an electric vehicle was close to being economically viable.
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The Iranian Revolution between 1978 and 1979 only compounded 
all the previously discussed issues. President Jimmy Carter responded 
to the storming of the U.S. embassy in Iran by placing an embargo on 
 Iranian oil imports. This was at a time that Iranian oil production was in 
turmoil because of protests and unrest. The result was a doubling of oil 
prices between 1979 and 1980.

The energy turmoil of the 1970s set the stage for a U.S. emphasis on 
offshore oil drilling in the 1980s. President Reagan finally fully dereg-
ulated oil prices in 1981, and this led to lower prices as non-OPEC 
 production ramped up in response to a renewed incentive to produce oil. 
President Reagan waged a war on labor unions in an attempt to reduce 
inflation. Many attribute the early 1980s as the start of the long decline 
of labor unions, which has only recently been reversed.

The United States oil market today looks substantially different 
than the landscape in the 1970s when foreign oil wreaked havoc on the 
 American economy. U.S. oil output peaked in 1970 until the global oil 
market was reshaped with the U.S. shale revolution around the turn of 
the decade in 2010. The U.S. Energy Information Administration (EIA) 
released a report in 2019 showing that U.S. crude oil imports from OPEC 
had hit a 30-year low. Once unthinkable, the United States was estimated 
to have become the world’s largest crude oil producer in 2018, thanks to 
the rise of shale production. Shale oil is found in shale rock formations 
and is produced through a combination of hydraulic fracturing and hor-
izontal drilling. It was long believed that it was not possible to extract oil 
from shale rocks because of the tightly packed nature of the minerals. 
Those in the oil industry believed that oil could not flow through shale 
rocks because the hydrocarbon size of oil was too big. Later research stud-
ies revealed that this conventional wisdom was untrue, and that oil could 
in fact flow through the small openings in shale rocks. Once this ground-
breaking research had been proven, hydraulic fracturing and horizontal 
drilling that had been previously applied to gas extraction were applied to 
oil, and the U.S. shale oil industry was born.

It will be interesting to see what happens long term with the shale 
market. One of the main problems with shale oil production is the cost 
relative to more conventional oil extraction. A 2020 report estimated that 
only 16 U.S. shale oil companies operated in fields where the average new 
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well costs were below $35 per barrel. In comparison, ExxonMobil was 
estimated to have been profitable on its New Mexico oil wells at a price 
of $26.90 per barrel. Aside from cost, shale production also faces envi-
ronmental headwinds. I will leave the climate debate for someone else to 
cover and focus on the impact being seen in the form of regulations. At 
the time of this writing, it is unclear as to how the regulatory landscape 
will develop, but it is believed that President Biden will enact legislation 
such as limiting the reserves that frackers can use and raising the cost of 
overall oil production to lessen the incentive to extract oil. With the eco-
nomics of shale already challenged at best, regulations such as these could 
kill the shale oil industry.

The 1970s period is often defined as being one of stagflation (I will 
elaborate more in the section on macroeconomic impacts). Stagflation is 
an environment where there is a combination of weak business activity 
and high inflation. It took nearly 10 years for the Dow Jones Industrial 
Average to reach its peak in the first few years of the 1970s after inflation 
took off, and there was a prolonged period of economic malaise. Between 
1973 and 1982, there were three technical recessions.

How Businesses Were Affected

This discussion should begin with the U.S. oil companies. These compa-
nies were obviously negatively impacted by the price controls imposed 
during this era. Under free market economics, the domestic oil compa-
nies would have responded to large price increases in oil by producing 
more oil to capture excess profits until enough oil was produced to create 
a more balanced demand and supply scenario. In the world of price con-
trols, these oil companies never receive this incentive to produce more oil 
because there is a cap on how much they can make for each barrel of oil. 
The long lines at gas stations around the United States during this time 
provide support to the claim that price controls do not work. Making 
matters worse for the domestic oil companies was the fact that the 1970s 
era was an inflationary environment. This means that their input costs 
were increasing at a time when there was a maximum price that could be 
paid for their finished product. It is no mystery as to why the domestic oil 
businesses were challenged, and there was an oil shortage.
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In addition to Nixon’s perilous price control policies, he introduced 
wage controls. In his warped world of economics (some reports show that 
Nixon understood the economic downsides of price controls, but initi-
ated them to secure reelection in 1972), price and wage controls would 
tame inflation. History shows that these policies always do the opposite. 
The wage controls led to less incentive for people to work and caused a 
labor shortage. In turn, there was a shortage of consumer goods available 
and a rise in bankruptcies and unemployment. The vast majority of oper-
ating businesses were impacted by these policies during this time.

One of the U.S. industries most impacted by the economic tumult 
of the 1970s was the automobile industry. With soaring oil prices, U.S. 
consumers almost overnight went from buying gas guzzling American 
automobiles to demanding more fuel-efficient vehicles. Unfortunately 
for U.S. manufacturers, such as General Motors and Ford, they had not 
anticipated the shift to more fuel-efficient vehicles. Japanese car man-
ufacturers had anticipated this shift and had been focusing on more 
fuel-efficient vehicles and gained at the expense of the U.S. companies. 
The U.S. automobile manufacturer’s challenges were exacerbated by 
new federal mandates such as new regulations requiring specific fuel 
economy standards in response to soaring oil prices. U.S. automobile 
manufacturers quickly went from big annual profits to posting losses 
and laying off workers.

Macroeconomic Impact

When most economists think about the economy in the 1970s, the first 
word that comes to mind is stagflation. This isn’t a term that many today 
were familiar with until recently when inflation fears arose for the first 
time in many years. Up until the 1970s, most economists believed that 
there was a constant inverse relationship between inflation and unem-
ployment levels. The supporting rationale for this line of thinking was 
that inflation was the result of strong economic activity that drove up 
prices and would be accompanied by low unemployment levels. This is 
true in what we now refer to as demand-pull inflation. The inflation that 
plagued the 1970s was deemed to be driven by cost-push inflation, which 
was not previously considered by most economists. Instead of inflation 
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being driven by strong economic activity, it was largely being driven by 
soaring oil prices that would spill over into everyday consumer goods after 
the wage controls put in place limited the incentive to work and produce 
goods. The reason that wage controls were particularly impactful during 
this period of rising inflation was that most rational individuals were 
demanding higher wages to compensate for the loss of money  purchasing 
power. The cost-push inflation became somewhat of a self- fulfilling proph-
ecy with currency devaluation, import quotas, and embargos. The cost of 
overall business remained high, workers didn’t have as much incentive to 
work and unemployment levels remained elevated, companies went out 
of business, and the price of everyday consumer  staples was high. You can 
see how this was not an ideal situation.

Another important development that contributed to the inflationary 
period of the 1970s was the severed link between the value of the cur-
rency and gold in 1971. The gold standard is a monetary system where 
a country’s currency is linked to the value of gold. England became the 
first known country in modern times to adopt the gold standard in 1821. 
The United States adopted the gold standard in 1879, and there was a 
fixed price of currency to gold of $20.67 per ounce until 1933 (the fixed 
price of gold was set in 1834, and some argue that was when the United 
States shifted to a gold standard). The period between 1880 and 1914 is 
known as the classical gold standard. In 1933, FDR at least partially took 
the United States off the gold standard in wake of the Great Depression. 
FDR called for all gold coins and certificates in excess of $100 to be 
exchanged for other forms of money. Gold was redeemed for a set price 
of $20.67 per ounce. A year later, the government set the price of gold at 
$35 per ounce. The increase in the set price of gold allowed the federal 
government to increase the money supply, thus helping the United States 
cover costs associated with getting the economy back on track. The fixed 
gold price of $35 per ounce would remain until President Nixon com-
pletely severed the price link to gold in 1971.

Nixon’s policy decision in 1971 related to gold convertibility led to 
the beginning of the demise of the Bretton Woods system that was created 
in 1944. The Bretton Woods system was established to create an inter-
national monetary framework with an adjustable peg system based on 
the U.S. dollar convertible into gold at $35 per ounce along with capital 
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controls. What pushed the ultimate decision for the United States to sever 
the link between the U.S. dollar and gold in 1971 was the combination 
of inflation and the fact that it was believed the British and French gov-
ernments were going to exchange their U.S. dollars for gold. Extreme 
and sudden selling of the U.S. dollar in favor of gold in large quantities 
could quickly devalue the U.S. currency and deplete U.S. gold reserves at 
the same time. I think Nixon was referring to this potential international 
threat to the U.S. dollar when he said, “We must protect the dollar from 
the attacks of international money speculators.”

Why is the history lesson on the gold standard relevant to the 1970s 
inflation era along with the prolonged era of easy monetary and fiscal 
policy that we have today? Without the requirement that governments 
hold gold reserves to support their currencies or limits on money supply 
growth tied to GDP growth, governments have printed a lot more money. 
It is ironic that one of Nixon’s perceived goals in severing the link between 
the U.S. dollar and gold was to keep inflation in check. I don’t think it 
should be in any way surprising that this policy decision ended up having 
the opposite effect. When governments print more of their own currency, 
this makes the currency less valuable (again assuming the additional cur-
rency is put into the economy). This is basic economics, and it is strange 
to see some people failing to grasp this concept today when we are seeing 
waves of direct payments to individuals as part of COVID-19 relief. Even 
more stunning, in mid-2022, U.S. states such as California are preparing 
to send stimulus checks to families for inflation relief. The money created 
out of thin air to finance these direct payments will ultimately lead to 
higher prices due to currency devaluation and does not leave people better 
off than they were before. In order to create more wealth, a society must 
be more productive.

As I write this chapter, America’s national debt is in excess of 
$27  trillion. Money printing on an enormous scale has been possible 
because the U.S. dollar is not linked to gold or any other hard asset. As 
we have seen throughout history, the problem with this level of money 
printing is that faith can be lost in a country’s currency altogether. As we 
studied with Zimbabwe, this is just one example of many. One of my 
 primary  concerns with the world in the future is that people will ulti-
mately lose confidence in the U.S. dollar. We are heading down that path 
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with the level of money printing and the lack of productivity and popu-
lation growth to compensate for the soaring debt levels like we had after 
World War II. The global implications of a scenario where confidence is 
lost in the U.S. dollar would be enormous. Think of all the countries, 
some of which we have studied in this book, that have their currencies 
pegged or managed in relation to the U.S. dollar and use fiat currency as 
the primary method of exchange. I think what is ultimately going to hap-
pen is that we are going to have to return to a partial gold standard, which 
I will discuss later. Gold has proven to be a reserve currency for thousands 
of years, and I believe it will be needed to restore confidence in curren-
cies that could come under pressure on a massive scale because of insane 
global monetary policy decisions enabled by a lack of accountability.

To supplement the proposed partial gold standard, there needs to 
be limits on the money supply growth tied to ongoing GDP growth. 
For example, if an economy grows at an inflation-adjusted 2 percent 
compound annual growth rate over a 10-year period, the money supply 
should not grow much more than 2 percent per year over that period. If 
money supply growth limits were enacted, governments would need to 
show restraint during the good times and save the money supply growth 
for an event such as a war that has traditionally been a major disruptor 
of monetary policy. To the extent that the money supply growth in an 
economy is supported by GDP growth, there is a dramatic reduction 
in the possibility of boom–bust cycles and financial crises. I endorse a 
full-reserve banking system where there are 100 percent reserves backed 
by deposits and the monetary and credit functions of the financial sys-
tem are separated. Countless financial crises have been the result of irre-
sponsible commercial bank money creation that has been incentivized 
with government bailouts and insurance schemes. Using a partial gold 
standard would only further shore up confidence in the domestic cur-
rency by supporting the paper money with a universally accepted store of 
value that has been coveted for thousands of years. A partial gold standard 
would provide an element of decentralization to the monetary system 
where full-reserve banking is employed, as confidence in the domestic 
currency would be less reliant on the central banks.



CHAPTER 6

Chile

Latin American Debt Crisis 
(1982–1989)

Background and Market Impact

Up to this point, we have covered various crisis scenarios in history spread 
across four different continents, with two case studies on the United States 
that were separated by 50 years. This chapter is the first case study on the 
Latin American region, and many refer to this period for Latin America 
as the lost decade. You will later see the term lost decade was also used to 
reference Japan in the 1990s.

The crisis in the 1970s covered in the previous chapter is a perfect 
transition to the Latin American debt crisis of the 1980s. The oil price 
shocks in the 1970s planted the seeds for this crisis. The soaring oil prices 
led to current account deficits for countries in the Latin American region 
that were net oil importers. The result was skyrocketing debt levels across 
Latin America in the 1980s. At the end of 1970, the estimated total 
Latin American borrowing from U.S. commercial banks was $29 billion,  
and this figure exploded to $327 billion by 1982. The trigger for the start 
of the Latin American debt crisis was in 1982, when Mexico declared  
that the country was unable to service its debt. This development sent 
shockwaves across the region, with 16 countries in Latin America ulti-
mately rescheduling their debts.

Specific to Chile, the country had a buildup in private debt between 
1975 and 1982, with private foreign debt increasing from 10.5 percent 
of GDP to 41.8 percent over this period. In the section on how the crises 
impacted specific businesses, we will further discuss the banking system 
collapse that resulted from issues related to private debt, exacerbated by 
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the currency mismatch problems that were brought to the forefront when 
the domestic currency was devalued. Unlike some of the other cases that 
we have previously examined, the rise in private debts was not accompa-
nied by an increase in federal deficits.

After a military coup overthrew the Chilean government in 1973, the 
new government embarked on an agenda that was focused on deregula-
tion, which is interesting because usually when there is a military coup, 
the new government seeks to consolidate state power. Sticking with a 
common theme similar to what we saw with Iceland and Indonesia, 
the government was focused on financial liberalization but did not put 
enough oversight measures in place to prevent a financial  crisis. Banks 
and other firms that had been nationalized under the prior regime were 
sold to the private sector. The number of publicly held firms declined 
from 620 in 1973 to 66 in 1981. In general, privatization and allowing 
businesses to operate in free private markets is a positive development. 
Having said that, additional care needs to be taken when privatizing and 
providing financial liberalization reforms in the banking and financial 
sectors because of the inherent flaws in the business models and how 
a collapse in the banking sector can take down the entire economy of 
a country.

The Chilean crisis that began in 1982 was the result of loose finan-
cial oversight and an extended period of booming credit creation. For 
years, Chileans had been buying cheap imported goods on credit because 
the artificially high exchange rate had made imported goods cheap to 
purchase. Then came the recession in 1982 that devalued the Chilean 
peso and sent the country into a tailspin. The result of the severe reces-
sion and exchange rate devaluation was that banks could not repay their 
foreign loans. Chile’s reliance on copper for export earnings and for the 
overall economy caused problems when there was a decline in copper 
prices. What essentially happened was that Chile had been able to borrow 
international funds freely from 1977 to 1981, and this easy international 
credit dried up overnight. Chile had not prepared for a rainy day when 
international credit was harder to come by and copper demand was not 
as high. They should have been shoring up their foreign exchange reserves 
at least in part by diversifying their export earnings streams, but this did 
not happen.
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The 1970s era had been marred by the energy crisis (which we 
 previously covered) that stimulated inflation in many international 
 markets. This inflation had boosted commodity prices, and in turn, 
Chile’s  international business for exports such as copper. A combina-
tion of a global recession in the early 1980s coupled with deflationary 
 supply-side commodity trends hurt countries that were reliant on com-
modity exports, such as Chile. Once Chile had to devalue its artificially 
high exchange rate, it caused problems, because the high exchange rate 
had encouraged the buying of cheap imported goods on credit that were 
not being supported by Chile’s export business.

Chile suffered a recession during the 1982 to 1983 period. Economic 
output fell by over 20 percent between 1981 and 1983. By late 1983, 
unemployment soared to over 30 percent of the total workforce with the 
number of people living in poverty greatly increasing during the reces-
sion. Domestic measured inflation—as measured by CPI, which I believe 
is a flawed metric, as it doesn’t incorporate most asset price inflation or 
other measures—more than doubled.

How Businesses Were Affected

As we know by now, it is usually important to study what happened to 
the banking sector when we are thinking about a shock to the financial 
system. The financial case study of Chile is fundamentally different from 
our studies of Iceland and Indonesia. Unlike Indonesia and Iceland, Chile 
did not have a buildup of debt in the public sector leading up to the 
financial crisis in 1982. In fact, Chile ran a budget surplus in 1980. The 
debt problems experienced in Chile were tied to the private sector. Like 
we saw in Iceland and Indonesia, the period leading up to the financial 
crisis was characterized by a banking system with high debt levels paired 
with poor regulation and loose oversight, rapid credit growth, a currency 
mismatch problem (borrowing in international currency and lending in 
domestic currency without proper reserving), undiversified economies 
that became a problem when there was a shock, and hot economies that 
masked underlying problems.

A fixed currency exchange rate was introduced in Chile in 1979 when 
the Chilean peso was pegged to the U.S. dollar at a fixed rate of 39 pesos 
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per dollar. By 1979, Chile was still seeing high inflation rates of around 
39 percent. The government wanted to lower inflation, so they instituted 
a fixed currency peg exchange rate to try and bring down inflation. The 
fixed exchange rate policy initially worked well while the U.S. dollar 
remained weak, as investors bought Chilean pesos to take advantage of 
the higher relative interest rates. Things changed quickly when President 
Reagan took office in the United States in 1981. U.S. monetary policy 
shifted toward tightening to combat the domestic U.S. inflation problem, 
and this caused a strengthening of the U.S. dollar. Once the U.S. dollar 
appreciated, the money that had rushed into Chile to take advantage of 
the higher relative interest rates fled. Iceland and Indonesia should have 
studied what happened in Chile, because similar developments occurred 
in their respective countries at a later date. In simple terms, a lot of the 
money that was flowing into Chile leading up to the crisis was specula-
tive capital taking advantage of the relative strength in the local currency. 
This type of capital is fundamentally different than long-term investment 
capital because it will most likely leave the country quickly if conditions 
change. Countries that see this happening must be prepared and have 
sufficient foreign exchange reserves on hand to weather a sudden large 
outflow of international capital. It is estimated that Chile had to increase 
the money supply by approximately 70 billion pesos to purchase interna-
tional currency and compensate for the outflow of foreign money. This 
ultimately caused problems for the financial system, such as increased 
inflation. If Chile had been more conservative with their foreign reserving 
prior to the outflow of foreign capital, I may not be writing this chapter 
today. One of the primary downsides of fixed currency exchange rates is 
that it can lead to increased speculation as we saw happen here. If a coun-
try is going to employ a fixed exchange rate, they must be prepared with 
sufficient foreign exchange reserves or be prepared for disaster.

The fixed exchange rate era collapsed in June of 1982. At this point, 
Chile was in the midst of a major economic crisis, and the implosion of 
the fixed currency exchange rate led to a sharp devaluation of the Chil-
ean peso. Basically, what happened here in terms of the currency mis-
match problem taking down the banking system was very similar to 
what later happened in Indonesia. When there was a sharp devaluation 
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of the domestic currency, the amount to be repaid became much more 
expensive for the domestic Chilean banks. When international lenders 
see this happening, they stop making new loans to the banks facing the 
currency mismatch problem, and it leads to a sudden violent collapse 
of the financial system. It is amazing how near-identical scenarios have 
occurred throughout history, and yet people today will again seem to be 
surprised when an undiversified economy reliant on international fund-
ing has issues with their currency, which results in the collapse of the 
banking system.

The start of the fall of the Chilean banking system occurred in May of 
1981 when Compañía de Refinería de Azúcar de Viña del Mar (CRAV), 
one of the largest private companies in Chile, declared bankruptcy. Later 
in 1981, it was revealed that Chile’s domestic financial businesses had 
debt that was more than double the amount of capital on hand. This 
compounded the problems related to the currency and evaporating credit. 
Between 1982 and 1985, the central bank initiated various debt restruc-
turing programs designed to ease the strain on the financial system. The 
economic cost of the debt restructuring programs was huge, with an esti-
mate for 1985 coming in at close to 8 percent of the total GDP. Similar 
to what later happened in Iceland, Chile ultimately decided to nationalize 
the banks to save the financial system. By 1985, it is estimated that 14 of 
the 26 domestic banks were under state control.

Aside from the issues related to the financial sector, businesses that 
had benefitted for years from high foreign inflation suffered when 
international inflation started to decline in the early 1980s. There 
was a farming crisis during the early 1980s in the United States that 
affected Chile. It was described as the worst farming crisis since the 
Great Depression. For years, farmers had been able to acquire easy debt 
to purchase land, equipment, and supplies. When commodity prices 
declined in the early 1980s, the farming industry in Chile and other 
countries was adversely affected.

The majority of industrial businesses were negatively impacted 
by the declining inflation, with businesses such as copper producers 
being particularly impacted and having a dramatic effect on the overall 
Chilean economy.
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Macroeconomic Impact

The policy decisions made in response to the banking crises in Iceland 
and Chile were similar, and both countries had successful recoveries in 
comparison to many others during these times of financial distress. Both 
Iceland and Chile decided to nationalize the banks and inject massive 
liquidity into the financial system. The debt restructuring programs 
employed by Chile were absorbed by the treasury and central bank. To 
avoid further problems with the financial system, Chile responded with 
a lot of model policy decisions. Chile employed conservative fiscal poli-
cies and mostly generated fiscal surpluses between 1987 and 2017. The 
excellent fiscal discipline allowed for Chile to keep domestic inflation 
in check in the years following the crisis. In addition to the admirable 
fiscal restraint, Chile learned from its prior mistakes and improved its 
international reserves. By 1992, it was estimated that Chile had enough 
international reserves on hand to fund a year of imports, and the foreign 
reserves were equal to roughly half of Chile’s foreign debt balance. Part 
of Chile’s successful recovery is attributable to the endorsement of free 
market economics in response to the crisis. Chilean exports became more 
competitive once the artificially high fixed exchange rate was scrapped, 
and the Chilean peso was able to depreciate to reflect economic reality. 
This made Chile’s exports less expensive to other countries. Chile reduced 
tariffs on imports, which made the country more attractive to do business 
with. In short, Chile responded to the crisis by employing policies that 
reflected free market economics paired with fiscal restraint. It should not 
in any way be surprising that Chile had one of the more successful eco-
nomic recoveries in history in the wake of a major crisis, and the country 
has largely been an economic success story ever since.

As previously noted, debts at the government level were not responsi-
ble for the Chilean banking collapse in the 1980s, but rather the private 
sector debts were the root cause. So, while the exemplary fiscal restraint 
employed by Chile in the years following the crisis helped the country 
keep inflation manageable and reduce the chances of another financial 
crisis, we can’t point to this factor as being responsible for Chile getting 
through the global financial crisis relatively unscathed. The changes made 
to foreign reserving, the currency exchange rate, and the free market 
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economic policies employed were all important factors. Chile’s lack of 
reliance on external funding to support the domestic banking system was 
another important factor. The IMF estimated that, during the time of the 
global financial crisis, Chile’s banking system was only relying on external 
funding for 5 percent of its total assets. This greatly reduced the risk factor 
that played a critical role in taking down the banking systems in Iceland 
and Indonesia.

Aside from the recent economic troubles Chile has faced related to 
COVID-19 and the protests concerning inequality, Chile has largely been 
an economic success story in recent decades. Despite the ongoing issues 
related to inequality, Chile has been the best performing and most stable 
economy in South America for a long time now. How has Chile achieved 
relative economic stability in a notoriously volatile region? Chile has been 
fiscally conservative, a champion of free trade, a supporter of policies 
that enforce local laws and regulations, has employed more conservative 
financing in the banking and overall financial sector, and has had a lack 
of significant issues tied to their currency since the crisis in the 1980s.

An ongoing problem that Chile will face is tied to their ongoing reli-
ance on copper. Chile is the world’s largest copper producer and remains 
reliant on mining for exports. As of 2021, mining still accounted for 
approximately 62 percent of the total country exports and close to 
15  percent of Chile’s GDP. While Chile has benefitted from their role 
in being a champion of free trade in recent decades, their major chal-
lenge going forward will be further developing domestic industries to 
reduce reliance on international businesses and financing. Like we stud-
ied before, Iceland and Indonesia remain heavily reliant on international 
business that makes it more likely that a crisis scenario will occur in the 
future. According to the 2018 Global Entrepreneurship Index, Chile 
clocked in at 19, which was well ahead of more established countries 
such as China. Chile should double down on entrepreneurial businesses 
by offering business and educational incentives to provide products and 
services that stimulate domestic demand. Chile has done a lot of the right 
things in recent decades at least as it relates to economic policy. However, 
reducing risks related to reliance on foreign business (which is also highly 
volatile, given the nature of copper demand) and financing would take 
Chile to the next level of economic health.





CHAPTER 7

Japan

Lost Decade (1991–2001)

Background and Market Impact

I thought it was appropriate to include Japan in this book so that we could 
explore some topics not previously covered such as deflation and declin-
ing population growth. Young people today may not believe it, but back 
in the 1980s, Japan was the modern-day China-equivalent, and many 
were projecting that Japan could ultimately overtake the United States 
in terms of economic strength. I use China as a parallel because both 
 countries rode export-led growth to years of economic success. The obvi-
ous  economic difference between Japan in the 1980s and  modern-day 
China relates to demographic trends, which we will discuss later in this 
chapter. As we have previously discussed in this book, the economic 
model dependent on export growth is fragile and comes with risks related 
to demand, currency, and the financial system. 

As we know by now, most crisis situations are preceded by periods 
of strong economic growth that masks underlying issues. This was the 
case for Japan in the 1970s and 1980s. Over this period, the Japanese 
economy grew at an average rate of 4 percent. Like many market bubbles, 
contributing factors to the ultimate Japanese collapse in the late 1980s 
were financial deregulation paired with aggressive lending and poor risk 
management by companies in the financial sector, an extended period of 
low interest rates and rapid credit growth, and an artificially low domestic 
currency. While history doesn’t repeat itself, it often rhymes. I hope it has 
become clear by now that most financial crises have had similar character-
istics in the period leading up to the crisis and were ultimately triggered 
by monetary tightening or a change in the direction of the currency. 
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One of the important events to note was the Plaza Accord, an 
agreement signed in 1985. The agreement between Japan, the United 
 Kingdom, France, West Germany, and the United States was supposed 
to help adjust for trade imbalances between the nations. Because of the 
weak Japanese yen, demand for Japanese exports had surged in the years 
leading up to the Plaza Accord. This agreement was significant because it 
was at least partially responsible for the sharp rise in the Japanese yen that, 
in turn, caused lower demand for Japanese exports. Given its reliance on 
exports for overall GDP, Japan slid into recession in 1986. By the end of 
1986, the Japanese yen had appreciated by 46 percent relative to the U.S. 
dollar in the months following the signing of the Plaza Accord. The weak 
economic activity led the central bank to support easy monetary condi-
tions that were responsible for the broad domestic asset bubble, which 
peaked in 1989. 

Terry Smith at Fundsmith reflected on the Japanese market bubble in 
1989 when he said that the Japanese stock market peaked with a price-to-
earnings (P/E) ratio of over 60. At the time, it was argued that  Japanese 
accounting was more conservative than other countries, but, as it turned 
out, the stock market was just vastly overvalued. As is the case with most 
market crashes, the Japanese crash was triggered in 1989 when a new 
central bank head started to sharply raise interest rates out of fear that 
inflation was set to accelerate. The higher interest rates reversed years of 
easy credit and led to a now-infamous crash in real estate and stock mar-
ket valuations. The inflated valuations across asset classes in Japan in the 
1980s were the result of an extended period of low interest rates and 
rapid credit growth. This is a phenomenon that we have seen repeat itself 
throughout history. 

Japan’s stock exchange, the Nikkei 225, soared more than 900 percent 
in the 15 years preceding the ultimate collapse. As I previously noted, 
the Japanese stock market peaked with a P/E ratio of over 60. This is 
a stratospheric valuation multiple, as an average figure in the mid-20s 
would be considered high as judged by U.S. history. While the bubble in 
the Japanese stock market was unreasonable, the real estate market was 
far more irrational. Japan’s total land area is around 4 percent of the size 
of the United States, yet the value of the Japanese real estate market at the 
peak of the bubble was four times that of the United States! Tokyo real 
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estate per square foot was more than 350 times as valuable as Manhattan 
real estate. To get a sense of how insane the bubble in Japan was at the 
time, the Imperial Palace (the residence of the emperor of Japan) was 
reported to have been worth more than the state of California. At the 
end of 1992, the Nikkei 225 index was still down by nearly 60 percent 
from the end of 1989. After the bubble started to deflate upon peaking in 
1989, equity prices declined, and real estate prices plunged and remained 
70 percent lower in 2001 relative to the peak of the bubble. As of early 
2023, the Nikkei 225 index has yet to reach the levels touched during the 
asset bubble in 1989. Having such a protracted period of dismal equity 
price performance in a period of low interest rates is extremely painful 
for retirees as it relates to retirement savings (we will discuss this further 
in the section on macroeconomics). Some consider the Japanese market 
bubble to be the greatest in history in terms of total market capitalization 
impact and recovery time.

How Businesses Were Affected

I want to again summarize what has happened throughout history as 
it relates to the banking sector contributing to the collapse of financial 
systems. The process usually begins with deregulation of the financial 
industry paired with poor oversight and lenient laws related to lending. 
Financial deregulation is almost always done during times of economic 
success as we have seen with Japan, Iceland, Indonesia, and Chile. Some-
where along the line, there is usually a weakening of credit standards. 
 Borrowers with little to no assets can acquire loans from banks and 
financial institutions that are competing to make a return. This situation 
becomes particularly problematic when lenders are relying more heavily 
on collateral, which is tied to inflated asset prices such as real estate. This 
is what happened in Japan in the early 1990s and in the United States 
leading up to the global financial crisis. In the case of Japan, Iceland, 
Indonesia, and Chile, the currency played a major role in the collapse of 
the financial systems. As the currency relates to Japan, the weak Japanese 
yen had stimulated export growth that had an outsized impact on the 
overall economy, given the reliance on foreign demand. After the signing 
of the Plaza Accord, the yen appreciated significantly, and this sent the 
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economy into recession and led to the easy monetary policy that inflated 
asset valuations, ultimately causing the demise of the financial system 
once there was monetary tightening. 

One of the largest problems for the Japanese financial system in the 
1990s was the fact that loan portfolios were concentrated in property- 
related businesses that had wildly inflated valuations. Many of these 
loans were collateralized by property valuations, and the loans became 
nonperforming loans when the bubble burst, and real estate values were 
torpedoed. As we saw with the United States during the global financial 
crisis, it is a serious problem for bank lending to be overly reliant on real 
estate, especially when property valuations are out of touch with eco-
nomic value. Another problem was that the rising equity valuations had 
made bank balance sheets appear healthier than they were.  Equities were 
being counted as part of a bank’s capital base, and once the valuations 
declined, banks were in weak financial condition and had  problems ser-
vicing existing loans. The decline in the banking sector’s capital base 
also limited the sector’s ability to extend new loans, which hampered 
overall economic activity. It is dangerous that the banking sector was 
overly reliant on stock price valuations for their capital reserves. In the 
wake of the global financial crisis, regulations such as the Dodd–Frank 
Act were passed in the United States that put additional capital require-
ments on the financial sector. In the case of Japan, banks should have 
had more readily liquid capital on hand, as in cash or short-term bonds. 
This series of events was similar to that in the United States during the 
global financial crisis, and I believe that, as I write this chapter, coun-
tries such as Australia are at risk of the domestic banking sector being 
overly reliant on loans to the real estate sector collateralized by inflated 
valuations. 

What makes the situation with the banking system different in the 
case of Japan as compared to our previous examples is the amount of time 
it took the collapse to develop. While the Japanese asset bubble burst in 
1989, it really wasn’t until 1997 that the domestic banking crisis came 
to fruition. This was the year when financial crises were sweeping Asia 
triggered by currency devaluations tied to monetary tightening in the 
United States (refer to the chapter on Indonesia). The broad-based Asian 
financial crises combined with domestic monetary tightening and other 
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factors previously discussed were the nail in the coffin for the Japanese 
financial system. 

Similar to policy responses that happened in countries such as  Iceland 
and Chile (and the United States in response to the global financial cri-
sis), Japan used government funds to inject massive liquidity into the 
financial system. It is estimated that Japan injected an equivalent of more 
than 12 percent of the 1998 domestic GDP into the financial system to 
provide a backstop for banks. Public proceeds were given to 21 domestic 
banks in 1998 to help ensure that capital requirements were met. Similar 
to the policy responses we studied in Iceland and Chile, Japan temporar-
ily nationalized two banks in 1998. Iceland and Chile went much further 
in terms of taking banks under state control in the wake of their financial 
crises, but the policy responses were similar, nonetheless. Additional pub-
lic proceeds were injected into 15 banks in 1999 to provide further stabil-
ity for the financial system. While costly, the swift policy responses by the 
Japanese government prevented a worst-case scenario akin to something 
we saw in Zimbabwe.

Outside of banking and other financial businesses that were heav-
ily impacted by this crisis, one of the other obvious industries affected 
was real estate. As we have seen throughout history and in our examples 
related to countries such as Indonesia and Iceland, during the boom times 
when credit is flowing, and real estate prices are rising rapidly, too much 
real estate is developed to meet the demand.

What follows is a period of excess real estate supply combined with 
an environment where loans are more difficult to obtain. There is also the 
psychological effect that impacts the overall real estate market. If you are 
a property owner or prospective property owner and see an overall market 
decline by two-thirds in value over a relatively short period of time, it may 
give you second thoughts about the safety of such an investment. The 
result is a period of weak real estate performance.

When you have a series of events that impact the financial system 
such as what we saw in Japan, this impacts every business and citizen, 
but the impact on small businesses is disproportionate. Larger companies 
can more readily access capital through avenues such as public markets 
and in aggregate are more self-sufficient when it comes to having business 
models that don’t rely as much on external financing. It was estimated 
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that 75 percent of the loans being made during the bubble period were 
to small businesses that were often backed by real estate. When access to 
capital dries up, you have a scenario where there are widespread bank-
ruptcies and job losses tied to small businesses.

Macroeconomic Impact

I wanted to cover a topic that we have yet to address in this book: defla-
tion. The opposite of inflation, deflation is the general decrease in the level 
of the price of goods and services. Throughout most of history, we have 
more often worried about inflation getting out of hand and  ultimately 
having people lose confidence in a given currency as a result. So, how can 
a deflationary macroeconomic environment be harmful? Japan has largely 
been in a deflationary macroeconomic environment since the mid-1990s, 
and we can examine the causes and effects and compare those to other 
cases in history.

One of the main problems with an environment of persistent defla-
tion is that households and investors can hoard cash, because an expec-
tation is created that cash will be worth more tomorrow than it is today. 
This leads to high overall savings rates and a lack of money flowing 
through the economy. A recurring cycle is then created where businesses 
hire fewer people and invest less money, which has a further negative 
impact on the overall economy. Deflation can also be a problem for 
banks because falling asset prices can have a negative impact on collater-
alized loans and lead to losses for the financial sector. As a result, you can 
have a situation where the financial sector is less willing to lend money. 
One of the other effects of a deflationary environment is on monetary 
policy and domestic savings. At this point, Japan has effectively had a 
zero or near-zero interest rate policy for over 20 years in an effort to 
stimulate demand and inflation. The persistently low interest rate envi-
ronment has been a massive problem for Japanese retirees because they 
haven’t been able to get adequate returns from neither stocks nor bonds 
for decades. As previously noted, deflation can create a recurring cycle 
of underinvestment and lead to long periods of weak economic growth, 
which is what we have seen happen in Japan for decades. A deflationary 
environment leads to a greater real value of debt that is a significant 
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burden for borrowers and leads to less demand for borrowing, which 
is another major reason for a recurring cycle of underinvestment when 
there is a protracted period of deflation.

A critical macroeconomic factor that must be discussed as it relates 
to Japan is the aging population. While there has been some degree of 
immigration policy liberalization in the past few years, Japan has long 
been one of the world’s least hospitable countries to immigrants. With 
low domestic birthrates and few immigrants entering the country, Japan 
has battled with a declining overall population and an aging popula-
tion. I have seen current estimates show that Japan is expected to have 
30  percent fewer people in 2065 than it did in 2015. This estimate would 
have to assume that Japan does not push a lot further in terms of allowing 
more immigrants into the country. The other demographic component 
is Japan’s aging population. Roughly 28 percent of Japan’s population is 
currently over 65, and this figure is expected to surge to 40 percent by 
2060, unless Japan either starts allowing far more immigrants to enter the 
country or produces a lot more babies. There are several problems related 
to an aging population that other developed countries such as the United 
States will grapple with in the coming years. Some of the more important 
challenges related to an aging population include rising federal health care 
costs (which is especially worrisome for countries that already have high 
deficit levels and low GDP growth) and pension costs, lower productivity 
because a lower percentage of people will be working and at least some 
portion of the older population that is working won’t be as productive as 
younger workers, and lower consumer demand since many older families 
aren’t buying as many things as younger consumers.

I have seen some arguments against Japan’s aging population and pop-
ulation decline being tied to deflation, but I am going to argue that these 
theories are off target. In most cases, when a government prints a lot of 
money and enacts easy monetary policies, this results in inflation. As I 
have previously mentioned, it is a common misconception that the act of 
printing money causes consumer price inflation. It is only when the gov-
ernment prints more money, and this additional currency gets put into 
circulation within the economy, that there is consumer price inflation. 
After all, consumer price inflation is the result of the amount of spend-
ing exceeding the quantity of things such as goods and services, and the 
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quantity of money can be inflated with money printing that will stimu-
late consumer price inflation if this additional money is used to purchase 
goods and services. So, how is this relevant to the topic of Japan’s aging 
population and population decline? Japan’s psychology toward money has 
resulted in what I would call a deflationary trap for decades. Basically, 
what has happened is that a lot of money has been printed, but businesses 
and individuals have not been convinced to invest this money because 
they have come to believe that cash will be worth more tomorrow than it 
is today owing to deflationary pressures. The reason that the aging popu-
lation factor has compounded these problems is that Japan’s retirees have 
seen what it is like to have a situation where domestic stocks and bonds 
essentially yielded nothing in aggregate for over 20 years. If you are a 
75-year-old Japanese retiree and have seen this happen, you are probably 
going to be more likely to keep a higher percentage of money in cash and 
to invest more money internationally. As we have seen with Japan, once 
you get into this vicious deflationary cycle, it is very difficult to break out 
of it.

How does Japan’s deflation compare to other instances of deflation in 
history? While we have not experienced deflation in the United States in 
the 2010s and 2020s, it has been argued that technological advances and 
modern monopolies have kept inflation low. While I think there is some 
degree of truth to this theory, the Federal Reserve has long been measur-
ing inflation incorrectly. In recent years, the low interest rate environment 
has caused inflation in the prices of basically every asset class ranging from 
stocks to cryptocurrencies. The Federal Reserve has not incorporated this 
development into their inflation calculation, but this asset price inflation 
is very real. What has happened in most cases throughout history follow-
ing eras of easy monetary policy is that the central banks ultimately raise 
interest rates to stave off inflationary pressures, which lowers the prices of 
inflated assets. The key difference in what has happened in Japan has been 
that businesses and individuals have been hoarding cash and not invest-
ing, which has kept the country in a deflationary environment.

I think an interesting case of deflation in U.S. history is the period 
of the 1870s and 1880s when the economy was growing yet prices were 
declining. Between 1873 and 1879, prices declined by nearly 3  percent 
each year, yet overall growth was nearly 7 percent over this period. 
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Despite displaying overall GDP growth, this period of time has been 
called the Long Depression because of the deflationary pressures. This is a 
very different scenario from other deflationary environments such as the 
Great Depression that were similar in nature to Japan where people and 
businesses stopped investing in the economy. So, what was the cause of 
deflation in the United States in the 1870s and 1880s? The IMF argues 
that the price declines were tied to relatively favorable supply shocks. 
The late 1800s in the United States was an economic environment that 
is not too dissimilar from the U.S. in the 2010s. There was widespread 
use of new technologies such as railroads that were lowering costs. The 
late 1800s was a period dominated by monopolies in oil, steel, and rail-
roads run by John Rockefeller, Andrew Carnegie, and Jay Gould. What 
all these business luminaries and industries had in common was that 
they kept prices low. Some may be perplexed by the idea that the 1800s 
monopolies translated to lower consumer prices, but this was because 
these companies opted to take additional market share instead of raising 
prices, which is a similar dynamic to the U.S. technology stalwarts of 
today. Rockefeller’s strategy of essentially buying out all the competition 
can be compared to technology companies in the United States in the 
2010s, so when studies are done on Standard Oil and others during the 
late 1800s, it becomes obvious why these references are made. Today, 
you have companies such as Meta Platforms and Alphabet offer their 
services for free (the cost of course is in the data these companies collect 
in exchange for their services offered at no monetary cost), and they 
have consolidated their market position over the years by purchasing 
various competitors similar to Rockefeller in the 1800s. I would con-
sider the deflationary environment of the United States in the 1870s and 
1880s to be supply-side deflation and the low inflation of the United 
States in the 2010s (at least when looking at CPI) to be driven by the 
supply side of the equation. In short, new technology and productivity 
gains made goods and services less expensive. This is very different from 
demand-side deflation such as Japan for the last few decades and the 
United States during the Great Depression. Demand-driven deflation 
is far more dangerous, and as we have seen with Japan, it can last for 
protracted periods. Unlike some economists, I do not view the consumer 
receiving low prices due to technological advances as being a negative 
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development. I have yet to complain about placing an Amazon order 
with free shipping and often receiving my package within a day. On the 
other hand, a  scenario such as in Japan where people and businesses lose 
confidence can cripple an economy for a long time, and there isn’t always 
a clear solution. The jury is still out on what Japan will do to break this 
deflationary trap (as I am editing this chapter in 2022, consumer price 
inflation in Japan hit a 33-year high and could be one of the few coun-
tries where inflation is at a desirable level).

A thought-provoking question relates to Japan’s deficit levels. Japan 
has been the most indebted major economy in the world, and their 
public debt was more than 250 percent of the GDP in 2021. Japan 
has remained highly indebted since their problems faced with the Lost 
Decade required massive government spending to shore up the financial 
system along with attempts to stimulate growth. Many would ask why 
Japan has yet to default on their debt, as they have consistently carried 
enormous deficit levels in recent years. As we have previously studied, 
a country that acts as a currency issuer will never default on their debt. 
Having said that, what has usually been the risk throughout history is 
that governments such as Zimbabwe have resorted to money printing 
on a massive scale, resulting in high inflation and ultimately a loss of 
confidence in the domestic currency. Japan has not experienced these 
high levels of consumer price inflation because individuals and busi-
nesses have opted not to invest the money that has been printed. So, 
while Japan has not experienced the inflation problem, they have been 
stuck with a low growth economy for decades. In fact, as of the end of 
2020, Japan recorded less than 1 percent average annual growth over 
the past three decades. This is the choice that most countries face when 
they run huge public deficit levels: print a lot of money to stimulate the 
economy, which can result in high consumer price inflation, or have a 
scenario where a lot of money is printed but nobody invests the money 
and growth remains low. Neither of these scenarios is desirable, and these 
case studies provide further evidence as to why proponents of the mod-
ern monetary theory are misguided.

Going forward, the easiest solution for Japan would be to allow more 
young immigrants into the country. Japan has continued to have more 
elderly citizens soaking up government resources by taking advantage of 
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social net resources while not contributing much in the way of produc-
tivity. This is to be expected for any older citizen in a country, but the 
elderly population has not been replaced with younger workers owing to 
the low birthrates and lack of immigrants. Without further immigration 
liberalization, it is difficult to arrive at many easy scenarios where Japan 
dramatically alters its current trajectory.

Japan needs to do better to cultivate an environment where individ-
uals and companies are willing to invest in the country. If you look at 
a list of Japan’s most valuable companies, the collection of businesses is 
underwhelming for a country that not all that long ago was thought to 
potentially one day surpass the United States in terms of economic com-
petitiveness. Outside of the carmakers such as Toyota and Honda, there 
are other quality businesses such as Sony and Nintendo, but the list of 
top companies clearly points to fundamental problems with innovation 
happening in the country. At least up until now, the United States has 
maintained the global business advantage by sustaining the best-in-class 
higher education system, leveraging dependable business protections, and 
preserving a capitalist system to cultivate a destination that attracts the 
best and brightest talent and businesses. If Japan wants to get serious 
about resuming respectable growth, outside of what I would consider an 
easy solution tied to immigration, I recommend taking a few pages from 
how the United States has historically operated.

I would be lying if I did not admit that the parallels between Japan 
and the modern-day United States were not at least somewhat alarming. 
Given the U.S.’s stance toward immigrants in recent years, it is entirely 
possible that it winds up similar to how Japan has been over the past 
three decades. The reality is that the United States now has a bloated fis-
cal structure that will weigh on growth in future years. Unless the United 
States sharply reverses recent immigration policies, the country is going 
to be required to rely almost solely on productivity growth for GDP 
growth, which is not an enviable position to be in. The United States 
does maintain advantages over Japan in the form of a better higher edu-
cation system along with more innovative and higher quality companies, 
but the United States must be on guard to maintain these advantages 
because we are at a precarious time in country history. While not in 
the same position as Japan in the 1990s, the situation the United States 
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faces today is not all that different. I hope that the United States does 
not get to a place where it becomes viewed as being not as hospitable to 
capitalism as it was in the past. As a country, it has certainly been trend-
ing in that direction. I remain optimistic, in the sense that the business 
protections that the United States provides are still unparalleled in the 
modern day, at least compared to other major economies. Hopefully 
the United States can learn from Japan’s past, and Japan can replicate 
the U.S.’s historical success.



CHAPTER 8

Germany

Post-World War I (1920–1933)

Background and Market Impact

I wanted to cover Germany after World War I to discuss what impact a 
major event such as a war could have on an economy. Additionally, I didn’t 
want readers to believe that Zimbabwe was some isolated underdeveloped 
country example of high inflation. Germany was a major global power 
that succumbed to the challenges faced by high debt and inflation. What 
happened with Germany after World War I is an important part of global 
history and has shaped the world we live in today.

As we now know, what happened after World War I related to 
 Germany paved the way for World War II. Most would argue that the 
treatment of Germany after World War I was overly harsh. The Treaty 
of Versailles saddled Germany with the equivalent of $423 billion of 
debt in today’s dollars. The peace treaty effectively said that Germany 
was solely responsible for World War I and forced the country to pay 
 massive reparations for that being the case. It took Germany 92 years 
to fulfill the debt obligations tied to World War I. Over the years, 
 Germany defaulted on the debt payments many times, and in 1990, 
most of the original debt sum was written off, which made it more 
 realistic for Germany to fulfill the obligations.

I won’t delve too much into whether Germany’s repercussions in light 
of World War I were justified. I will leave that discussion for someone 
else and stick to the facts. What we know for certain is that Germany was 
already heavily indebted prior to the reparations imposed by the Treaty of 
Versailles owing to costs related to the war that were financed by printing 
more money. Similar to other cases studied, the root cause of German 
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hyperinflation was attributable to private money printing. As is typical 
when private commercial banks are incentivized to behave irresponsibly, 
they printed a massive amount of money until half the money in circula-
tion was private bank money that the Reichsbank readily exchanged for 
Reichsmarks on demand. You then throw in these new massive costs that 
were not even productive for the German economy, and it is easy to see 
how Germany plunged into chaos in the years following World War I. 
These conditions were at least partially attributable to enabling the rise of 
Adolf Hitler, who used the fragile domestic conditions to his advantage 
in terms of clamping down on power, just like we have seen other brutal 
autocratic leaders do throughout history.

During World War I, up to three million Germans, including 
15  percent of the domestic male population (and more than one-third of 
German men aged 19 to 22), were estimated to have been killed in the 
war. The Treaty of Versailles reduced Germany’s territory by 13 percent, 
in addition to placing limitations on Germany’s armed forces. Included 
in the 13 percent loss of German territory was 48 percent of Germany’s 
iron production and a sizeable amount of its coal production. As you 
can see, as a result of the war, Germany was limited in terms of indus-
trial economic potential. Because of the terms of the Treaty of Versailles, 
the country was pressured economically by the loss of young productive 
contributors to society, there was a shortage of goods in the country, 
the domestic currency already pressured from debts taken on to finance 
the war was put under severe strain from the war reparations and negative 
affects to the economy, and revolts broke out across Germany.

One of the biggest stories from World War I as it relates to Germany 
was the debt. Even before the crippling reparations, Germany had printed 
massive amounts of money to finance the war. Germany had suspended 
the gold standard so that it could borrow more money to finance the war. 
This is a topic we will address again later, but there is a loss of monetary 
accountability when currencies are not tied to hard assets such as gold. 
It is estimated that Germany increased the Deutschmarks in circulation 
from 13 to 60 billion with the domestic debt load increasing from five to 
100 billion marks. It is starting to become clear as to how  hyperinflation 
took off in Germany after the war. As cited in the  Zimbabwe chapter, 
hyperinflation usually occurs as a result of some combination of war, 
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economic turmoil, high national debt levels, excessive money printing, 
political instability, and a loss of confidence in the monetary system. All 
these elements were present in Germany after World War I.

One of the key components of the German inflation story was the 
shortage of consumer staples, as is often the case when there is high infla-
tion. Germany’s problems stemmed from a British naval blockade that 
continued into 1919 even after the war ended. Germany had not pre-
pared for a war that would last many years and struggled to produce 
enough food when the country was largely dependent on its domestic 
farmers. In light of the food shortages, Germany resorted to rationing 
and price controls. As we know from our case study on the United States, 
in the 1970s, price controls stimulate inflation instead of decreasing it. 
When price controls are enacted, this reduces the incentive to create a 
product or service. You then have a reduction in supply of a particular 
product or service because there are less individuals and businesses willing 
to produce that product or service. The United States should have learned 
from Germany in the early 1900s, because this is exactly what happened 
then just as it has throughout history related to price controls. When you 
factor in the loss of productive citizens, a naval blockade that continued 
after the war, price controls that were kept on some consumer staples, 
the widespread disarray caused by World War I, along with inflation that 
was spiraling out of control, it becomes clear as to why consumer staple 
shortages remained after World War I ended.

By late 1923, it cost more for Germany to print a currency note 
than it was worth. To give an example of how quickly prices were esca-
lating, a loaf of bread that cost 250 marks in January 1923 soared to 
200 million marks in November 1923. Inflation was so out of control 
it was reported that workers were paid twice per day because the initial 
 payments were often deemed worthless by lunch hour! As referenced in 
the book When Money Dies: The Nightmare of Deficit Spending, Deval-
uation, and Hyperinflation in Weimar Germany, there are tales of meals 
at restaurants costing more when the bill arrived compared to when 
the meal was ordered. By late 1923, 42 billion marks were worth the 
 equivalent of one  American cent.

After seeing what was happening in Germany, lenders such as the 
United States attempted a couple plans to increase the chances that 
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Germany would pay off their war debts. The Dawes Plan in 1924 called 
for a reduction in Germany’s war debt along with other efforts such as the 
restructuring of the German national bank that aimed to help stabilize 
the newly issued German currency. I will further discuss the implications 
of the new currency and compare how Germany handled this develop-
ment as compared to Zimbabwe. While the Dawes Plan was considered a 
success, Germany still had difficulties servicing and paying the war debts. 
The Young Plan, which was written in 1929, further reduced Germany’s 
war debt. The problem was that the Great Depression occurred shortly 
after the Young Plan was enacted, which provided another major hurdle 
for Germany to clear in addition to their other issues. All these develop-
ments laid the groundwork for Adolf Hitler to take control of the vulner-
able nation. Hitler was named chancellor of Germany in 1933. Germany 
was looking for a savior from a very difficult period in country history, 
and Adolf Hitler took advantage by leveraging his gifted public speaking 
abilities and using then revolutionary technologies, such as the radio, to 
his advantage. When things go wrong, it is human nature to look for a 
scapegoat. Unfortunately, for Germany and the world, nobody under-
stood this better than Hitler, and he used the Jewish population as the 
scapegoats for Germany’s problems. Hitler was committed to overturn-
ing the entire Treaty of Versailles, and he rallied support from Germans 
that felt as though the world had turned against them after World War I. 
 Germany did not make any payments on the war debt during Hitler’s 
time in power.

How Businesses Were Affected

As we know from our Zimbabwe hyperinflation case study, these types 
of economic environments impact every business and citizen. Once 
inflation unleashes to the degree as to what unfolded in Germany 
in the 1920s and in Zimbabwe in the 2000s, people and businesses 
will respond by avoiding the now worthless domestic currency alto-
gether. Some individuals will resort to a form of barter system. It is 
very difficult to run any kind of business without a reliable medium of 
exchange. What incentive do workers have to put in the hard labor if 
they know that their form of payment will be worthless within hours? 
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It is not practical by any means to have a scenario where businesses are 
paying their employees with other forms of exchange such as physical 
goods, and in order for the companies to acquire those goods, they 
would have to offer some form of payment, which does not solve the 
problem at hand. The other option is to pay employees in alternative 
currencies, which happened in Germany in the 1920s. As we studied 
in the  chapter on Zimbabwe, under hyperinflation scenarios, people 
respond by hoarding physical goods. Citizens stop depositing money 
into banks and financial institutions because the currency has become 
worth substantially less or is worthless altogether. Banks dramatically 
curtail  lending or stop lending money because they can’t be sure that the 
interest incurred will compensate for the rise in inflation. At this point, 
a barter or black-market economy emerges. Citizens spend the paper 
money where it is accepted as quickly as possible, with the expectation 
that the money is going to be worth less in the future than today. This 
is the opposite of the scenario in Japan and the reason that there are 
diverging impacts on the value of money.

One of the problems facing German businesses in the 1920s was labor 
unions. The labor unions were demanding dramatic wage increases to 
compensate for the rampant inflation. The higher wages ultimately led 
to more domestic currency in circulation, which further exacerbated the 
inflation problem and in turn every company’s ability to operate a busi-
ness. It then becomes a better business proposition for domestic com-
panies to export their goods or services abroad in exchange for foreign 
currencies that aren’t suffering the same fate as the domestic currency. 
The relative attractiveness of exports compared to imports for businesses 
in these scenarios worsens the problem related to the shortage of goods 
domestically. When all of this happens, you have a situation like what we 
witnessed in Germany in 1923 where many people spend their currency 
as quickly as possible in exchange for consumer goods with the expecta-
tion that the currency will be worth less tomorrow. Like what we saw in 
Germany, this is the moment where the economy essentially comes to a 
complete halt.

What is interesting about the case study with German hyperinfla-
tion is that it really wasn’t until 1931, over a decade after the hyperinfla-
tion episode began, that the German banking system collapsed. Unlike 



88 MARKETS IN CHAOS

Zimbabwe, where the country has failed for decades to regain confidence 
in any domestic currency, in late 1923, Germany issued a new currency 
called the Rentenmark that gained acceptance and likely staved off a cata-
strophic banking crisis. The new currency was backed by hard assets such 
as land and industrial goods (when there is a currency collapse, govern-
ments usually turn to hard assets to support paper money). Even though 
the Rentenmark was marketed as being backed by hard assets such as 
land, it is highly unlikely that the government would have been able to 
make good on its promise if a large number of people wanted to convert 
this new paper money into hard assets. The reality was that the Renten-
mark was still an unconvertible paper currency, but the change in name 
and strategy worked. The money velocity slowed, as people no longer 
spent their cash as soon as they received it in fear that it would become 
worthless. I think the most important reason that Germany was able to 
successfully implement a new currency with public support, as compared 
to Zimbabwe’s decades of trials and tribulations, has everything to do 
with the credibility of the government. Zimbabwe has a long history of 
government corruption, and most citizens just haven’t trusted the govern-
ment and in turn have not shown faith in the domestic currency. This was 
not the case with Germany, as the domestic citizens ultimately bought 
into the new currency and the overall strategy. After all, a currency is only 
worth what people think it is. I think this is an important point that is 
often misunderstood.

While it wasn’t until several years after the hyperinflation episode that 
the German banking system collapsed, the period of hyperinflation set the 
table for the ultimate banking demise. The German banks saw a decline 
in the amount of liquid capital on hand during the hyperinflation period, 
and it was not replenished after conditions stabilized in the mid-1920s. 
It is estimated that German banks had cash liquidity equal to 3.8 percent 
of deposits in 1929 compared to 7.3 percent in 1913. Despite the much 
lower cash liquidity levels, German banks did not curtail their lending 
after conditions stabilized. Even though overall business was down for 
German banks leading up to the banking crisis, there were more domestic 
banks in operation than there were prior to World War I. The high level of 
competition and lower overall business paired with low cash liquidity and 
relatively loose oversight set the stage for a classic banking crisis. I think 
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that the German hyperinflation also played a role in the banking col-
lapse from a psychological perspective that impacted risk-taking. When 
inflation was high, German banks were investing short-term deposits for 
durations as little as one week in stocks in an attempt to offset inflation. 
This probably made sense, given the alternatives at the time, but this is 
an incredibly risky proposition in the event there is a swift collapse in the 
equity markets. I think that these types of events impacted risk-taking 
in the banking sector from a psychological perspective that would has-
ten the impacts of the ultimate banking collapse. As we saw in Iceland, 
 Indonesia, and Chile, foreign capital in the banking sector played a role in 
the demise. The increase in reliance on foreign capital is at least partially 
attributable to the hyperinflation developments because, as we discussed, 
businesses went through a period where it was more attractive to export 
goods and services abroad owing to issues with the domestic currency. 
Additionally, Germans were still reluctant to put money into banks even 
after the new currency adoption out of fear that hyperinflation would 
return, and their deposits would again become worthless. As we have seen 
in our other case studies, there was an increasing reliance on foreign cap-
ital that was used for short-term deposits matched with long-term loans. 
Foreign investors were drawn to the German market because of the carry 
trade the market was offering with relatively high interest rates. In other 
words, this was mostly speculative capital that fled quickly once market 
conditions deteriorated, similar to what we studied in Iceland, Indonesia, 
and Chile. The foreign reserves were not adequate to meet the demands of 
capital from foreign investors. It is hard to believe that similar scenarios in 
the banking sector continue to occur even today when this blueprint for 
disaster could be learned from in the 1930s. The triggers for the demise 
in the banking systems of Germany, Iceland, Indonesia, and Chile are 
very similar.

Similar to what the United States would do a few years later in the 
midst of the Great Depression, Germany declared a banking holiday in 
1931, and there were widespread banking failures. In 1931, an organiza-
tion was created called the Transfer Association, whose goal was to ensure 
settlements of transfers between German banks. The Transfer Associa-
tion was only a temporary measure aimed at protecting domestic banks 
against a bank run initiated by a classic case of mass withdrawals. There 
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was an entity created called Akzeptbank A.G. that assisted banks with 
making loans accessible by maintaining access to credit from the  German 
central bank. Unlike what we studied in the cases of Iceland, Chile, and 
Japan, Germany did not resort to nationalizing private banks as a pol-
icy response. Government capital was used to support efforts such as the 
Akzeptbank A.G., but we did not see the massive capital injections like 
we later saw in banking crisis scenarios in the United States, Iceland, 
Chile, and Japan. In this book, I have been critical of global central banks 
essentially concluding that deficits don’t matter, resulting in the printing 
of enormous amounts of currency, but the relatively subdued German 
policy response likely contributed to the protracted depression condi-
tions (again assuming that fractional-reserve banking will be used with-
out money supply constraints and a gold standard). In fact, it was part of 
the German chancellor’s strategy to implement wage cuts and spending 
reductions in an effort to lower prices, which would be an unheard-of 
policy response today in the wake of a major crisis. It is important to 
strike the proper balance, because as we have seen, piling on too much 
government debt can be a large contributor to a broken economy that 
can persist for decades. In the period of hyperinflation following World 
War I, coupled with the depression conditions in the early 1930s, these 
events paved the way for the disruptive force by the name of Adolf Hitler 
to assume power in 1933.

Macroeconomic Impact

As a recap, World War I lasted from 1914 to 1918. World War I set 
the stage for the hyperinflation years in Germany from 1920 to 1923 
owing to massive debts taken on to finance the war, crippling war repa-
rations from the Treaty of Versailles, a shortage of consumer staples that 
was worsened by the naval blockade that continued even after World War 
I concluded, a loss of productive citizens during World War I, overall 
disarray caused by World War I, and disastrous political policies such as 
price controls that exacerbated inflation. In 1923, Germany adopted a 
new currency with relative success, and the country went through various 
debt restructuring programs over the next several years leading up to the 
Great Depression in 1929. Following the adoption of the new currency in 
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1923, the German economy experienced an economic boom from 1924 
to 1929. As is usually the case, the good economic times masked the 
underlying issues with the financial system that remained from the hyper-
inflation years of 1920 to 1923. The Great Depression lasted from 1929 
to 1939, and the collapse of the German banking system occurred in 
1931. Adolf Hitler took advantage of a vulnerable nation and took power 
in 1933. This was the beginning of the global collision course for the start 
of World War II in 1939.

The other major hyperinflation episodes in modern history include 
Hungary in the 1940s, Yugoslavia in the 1990s, Zimbabwe in the 2000s, 
and Greece in the 1940s. Most would argue that in a lot of ways this 
group of countries never really recovered from their hyperinflation peri-
ods. We have already studied Zimbabwe at length, and most would agree 
that Hungary and the current-day countries that once formed  Yugoslavia 
( Slovenia, Croatia, Bosnia and Herzegovina, North Macedonia,  Serbia, 
and Montenegro) are not exactly economic superpowers. Greece has 
largely been an economic disaster for decades. Greece went on to  abandon 
their domestic currency, the Greek drachma, in 2002, and the country was 
particularly hard hit during the global financial crisis. Greece had entered 
the crisis as one of the poorest and most indebted countries. Greece sub-
sequently suffered a debt crisis, and the country has largely been a beacon 
of economic and political instability.

I don’t think it should be surprising that Germany has been a relative 
(at least compared to other European countries) economic standout in 
modern times. As of the time of this writing, Germany had the fourth 
largest economy in the world as measured by GDP. Similar to Chile, 
 Germany learned from its past and has largely eschewed fiscal deficits. 
Even after the COVID-19 crisis, Germany still had less than 60 percent 
gross public debt as a percentage of GDP, which was significantly below 
its peer countries. The fiscal restraint displayed by the likes of Germany 
and Chile is in stark contrast to the situations we studied in Japan and 
Zimbabwe. It should be clear by now that there is a correlation between 
a country’s fiscal health and level of economic success. Proponents of the 
modern monetary theory have likely not spent enough time studying his-
torical case studies, as this trend becomes clear by looking at case studies 
related to debt in various countries over the years.
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This book would not be complete without probably the most signif-
icant currency development since 1971 when the United States severed 
the currency link to gold: the creation of the euro. The European Union 
(EU) is a political and economic union of 27 member states located in 
Europe that was created in 1993. The EU enables goods, services, money, 
and people to move across country borders with few restrictions. The 
EU includes joint organization planning on a broad range of topics 
ranging from political policy to climate. The unified currency, the euro, 
was a product of the EU that began circulation in 2002 (the euro was 
first launched in 1999, but for the first three years, it was only used for 
accounting purposes and electronic payments). The euro evolved out of 
the European Monetary System (EMS) that was created in 1979 to help 
stabilize exchange rates. We discussed the U.S. decision in 1971 to com-
pletely sever the price link to gold that resulted in widespread currency 
devaluations and played a role in the ultimate creation of the euro. The 
euro was created with a goal of promoting stability, growth, and economic 
integration in Europe. The euro is not adopted by all EU members, but 
most of the countries that do not use the euro as their domestic currency 
employ some form of currency peg that involves the euro.

The biggest issue with the euro is that a single monetary policy often 
does not match with the local economic and political conditions of the 
various constituent nations. Unlike a case such as the United States, where 
individual states have different economic conditions, the states should, at 
least in theory, share overall commonalities in terms of political goals, 
as the individual states are part of one united nation. The political goals 
of Greece and Germany could be completely different, yet they share 
the same currency that is governed alike. This does not make any sense. 
I think the bigger issue with the euro is that the monetary policy that 
governs the currency does not adapt to fit the local country conditions. 
A great example of this problem would be Greece. Greece has had many 
of its own self-inflicted problems with debt levels and overall ineffective 
political policy over the years, but its issues have been compounded by the 
fact that the country hasn’t been able to dictate its own monetary policy. 
It would make a lot more sense for Greece to have its own currency that is 
pegged to a basket of assets such as the U.S. dollar, the euro, the  Japanese 
yen, the Chinese renminbi, the British pound, the Australian dollar, other 
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theoretical individual European country currencies if the euro were dis-
banded, and gold. At the least, a country like Greece would not be able to 
blame other countries for the situation it had in 2010, when it resorted to 
receiving the largest bailout loan in IMF history at that time.

Even though I have discussed some of the problems with the euro 
and EU more broadly, it has often been believed that the euro has been 
governed to favor larger constituents such as Germany over the years. 
Research studies have shown that Germany has been by far the largest 
beneficiary of the euro, as measured by prosperity per inhabitant since the 
introduction of the currency. Countries such as Italy, France, and Portugal 
are shown to have been major losers of the euro since its inception, and 
a country like Greece that was initially a beneficiary ultimately plunged 
into disaster and hasn’t recovered. It is impossible to say for certain, but 
one of the biggest questions is if Germany would prosper to the degree 
that it has without the euro and EU more broadly. Despite  Germany’s 
relative economic success over the years, the country does in a lot of ways 
resemble modern-day Japan with the exception of the situation related 
to fiscal deficits where Germany is in much better shape. Japan and 
Germany are the third and fourth largest economies, respectively, in the 
world based on GDP. Based on 2020 figures, Japan and Germany had the 
second and fourth highest average median citizen ages, respectively, in 
the world. Both Japan and Germany, much like the United States, have 
low birthrates. Both Japan and Germany have had economies relatively 
reliant on exports driven by strength in manufacturing. Some believe that 
Germany has benefitted greatly from the free markets offered by the EU 
and the artificially low currency exchange rate offered by the euro, which 
has allowed Germany to boost exports, especially to other countries in the 
EU with few restrictions.

I would have to agree with the assessment that the euro has bene-
fitted Germany, because the currency has provided for artificially low 
exchange rates that have boosted exports for a country that is reliant on 
exports for its overall economy. Despite the success, I do not believe that 
the long-term German economic model is sustainable without some 
form of domestic consumption encore to the export-driven model. This 
has been a topic we have covered extensively in this book. In the long 
term, Germany is in a more challenging situation in a lot of ways than 
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other countries that have traditionally relied on export-driven economic 
models, such as Indonesia, because Germany is facing an aging popu-
lation and a population that is expected to decline long term, barring 
some major shifts. Germany has benefitted greatly from free and open 
markets and an overall rule of law that would be the envy of most coun-
tries in the world. But in the long term, Germany is going to have to do 
something more to foster innovation because, much like Japan, if you 
look at the most valuable firms in the country, most are tied to manu-
facturing, with the bulk being car producers. This is in an era when the 
world has become a service-oriented economy and the vast majority of 
the great businesses are not associated with capital-intensive areas such 
as manufacturing. I think that the citizens of the United States have 
often taken the domestic innovation environment fueled by a world-
class secondary education system for granted, but at least up until now, 
the United States has been able to foster innovation that other countries 
with similar long-term demographic challenges such as Germany and 
Japan have failed to replicate.

In closing, I think the euro has benefitted Germany, but the use of 
the currency does not make sense for a number of countries in the EU, 
and I don’t think it is sustainable in the long term, even though the 
currency has lasted almost 20 years as of the time of this writing. There 
can still be a bloc like the EU that is relatively free of trading restrictions 
without the use of a common currency that places undue restrictions on 
participating countries related to monetary policy. While Germany has 
likely been a beneficiary of the euro and the EU more broadly, I think 
the country would have done fine if they had kept the Deutschmark. 
Most people eternally underestimate the power of running a country 
with good fiscal health and upholding the rule of law to the point where 
most investors would not worry about scenarios such as the govern-
ment confiscating their assets. In the long run, Germany is going to 
have to do more to foster innovation in areas outside of manufacturing. 
 Germany is likely going to have to provide more government incentives 
to build and maintain businesses in service-oriented industries such 
as technology.



CHAPTER 9

France

Mississippi Bubble (1716–1720)

Background and Market Impact

An asset bubble is characterized by a rapid increase in the value of an asset 
or group of assets, followed by a swift and violent collapse often known as 
the moment when the bubble bursts. During an asset bubble, the quoted 
prices of the underlying assets far outpace their real intrinsic value (what 
something is worth according to economic fundamentals). The interest-
ing part about asset bubbles is that there are often what could be argued 
as being rational and irrational participants in these market events. There 
will be market participants that do not realize that an asset bubble is tak-
ing place. These participants usually see outsized wealth (or at least tem-
porary paper wealth) being created by others in some form of asset and 
end up piling into an asset at hand in the pursuit of easy gains. Once you 
have broad-based participation of unknowing market participants, this is 
often the moment just before the ultimate asset bubble collapse, and the 
late-stage speculators that came along in the pursuit of easy gains end up 
with massive financial losses. Perhaps more interesting are the cases when 
individuals realize that an asset bubble is taking hold, yet these people 
buy into the asset bubble with the idea that they hope to exit before the 
bubble ultimately bursts. Some would consider these individuals to be 
rational asset bubble participants. I personally think it is near-impossible 
to consistently get the timing correct on market events such as asset bub-
bles, but many people have tried and continue to try to do it.

Here are some of the most notable asset bubbles in history: the U.S. 
housing bubble in the mid-2000s leading up to the global financial cri-
sis, the dot-com bubble in the United States in the late 1990s, Japan’s 
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real estate and stock market bubble in the late 1980s (which was covered 
earlier), the U.S. stock bull market in the 1920s leading up to the Great 
Depression, the British railway mania of the 1840s (covered in the next 
chapter), the South Sea bubble in Britain in 1720, and the Dutch Tulip 
Mania in the 1630s. It is up for debate, as of the time of this writing, 
whether new asset classes, such as cryptocurrencies, are in the midst of 
an asset bubble.

I want to review the Japanese real estate and stock market bubble 
before diving into the asset bubble related to the Mississippi Company. As 
noted in the chapter on Japan, in the late 1980s, we had a wild scenario 
where the Japanese real estate market was worth four times the U.S. real 
estate market, even though Japan’s total land area is around 4 percent 
of the size of the United States. How does this happen? Almost every 
financial crisis and asset bubble in history have been heavily influenced 
by a period of easy monetary policy where there is too much money 
chasing too few market opportunities. This concept should be clear 
from the detailed case studies reviewed in this book, but I will bring in 
some outside help from one of the greatest investors in history, Stanley  
Druckenmiller. In an interview, Druckenmiller said:

I will go to my grave and – often wrong, never in doubt – believ-
ing that really loose monetary policy greatly contributed to the 
financial crisis. There were obviously problems with regulation. 
But, when we had a 1% Fed Funds Rate in 2003, after, to me it 
was pretty obvious the economy had turned. [for the better]... I’ve 
made some money predicting boom/bust cycles. It’s what I do. 
Sometimes I’m right, sometimes I’m wrong. But, every bust I had 
ever seen was preceded by an asset bubble generally set up by too 
loose policy.

There you have it. Druckenmiller’s commentary and rationale are 
consistent with my own research and are supported by thousands of years 
of financial history.

Now on to the asset bubble tied to the Mississippi Company in France 
in the early 1700s. The French economy was depressed in the early 1700s, 
and the French government had accumulated excessive debts. Similar to 
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the period in Germany in the early 1900s when Germany had emerged 
from World War I heavily indebted and vulnerable, France in the early 
1700s had come out of the War of the Spanish Succession with high debt 
levels and an economy in turmoil. With France in a vulnerable state, a 
man by the name of John Law proposed a form of new monetary system 
where precious metals would be replaced with paper money. It is inter-
esting that John Law came to play such an important role in history, as 
he had essentially zero prior credentials until France allowed Law to try 
his grand monetary experiment in the country. John Law was born into 
a wealthy family and ended up gambling away his generous inheritance 
by the age of 23. It has been written that Law went on to reaccumu-
late wealth after studying probabilities related to card games. Law had 
much grander ambitions beyond gambling, as he studied economics and 
attempted to establish a national bank in Scotland, but Law’s proposal 
was rejected by the Scottish government. With France in a precarious 
state following a series of wars, Law sensed an opportunity to capitalize 
on his grand vision of creating a bank on Law’s terms. This entire saga 
with John Law reminded me a lot of when in the 2010s the Malaysian 
prime minister entrusted billions of dollars and the government’s repu-
tation to a con artist by the name of Jho Low. John Law was ultimately 
granted permission to establish a bank in France where he could test his 
paper money experiment. Related to paper money and the gold standard, 
we have come full circle in history. France had previously operated on 
a monetary system predicated upon precious metals, but now Law had 
been given permission to issue paper currency through the newly estab-
lished bank.

It is said that John Law theorized that the underlying issues with the 
French economy stemmed from the lack of predictability of the supply of 
gold and silver. Law’s solution to this alleged problem was to replace the 
precious metals with paper money that would allow for more currency 
in circulation and boost the overall economy. This theory should sound 
familiar, as this is essentially what the world has been living by since 1971 
when the United States severed the link between currency and gold. Since 
then, global debt levels have exploded, and there has been a proliferation 
of unsound money policies owing to a lack of accountability in the form 
of hard assets. It is interesting that global central banks have not heeded 
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the warning of 300 years ago as to what happened in France when John 
Law attempted this grand monetary experiment that imploded in a spec-
tacular fashion.

In 1716, John Law received permission to test his monetary experi-
ment in France, and Banque Générale was established as a private bank. 
This new bank was able to issue paper money in the form of banknotes 
that had not previously existed in France. John Law convinced the public 
to exchange their precious metals for the banknotes (paper money) that 
were issued by the newly established private bank. It only took 11 months 
for it to be possible for the state to collect taxes in this new paper money. 
This is an early example of many of the topics that have been previ-
ously discussed in this book. The government had now monopolized the 
money supply, which I believe is the single most powerful tool that a 
government has.

Since Banque Générale had the ability to issue paper money, and 
this currency could be used to settle taxes, the bank was essentially the 
equivalent of a modern-day central bank. Other banks used the paper 
money issued by Banque Générale to extend loans. Pretty similar to what 
many people argue as a bull case for cryptocurrencies today, John Law’s 
bank convinced the general public to exchange their precious metals for 
the bank-issued paper money by telling them that the banknotes would 
protect against future depreciation of the precious metals. The strategy 
worked probably beyond Law’s wildest dreams, with the paper money 
rising to a 15 percent premium over the precious metals within a year. 
At least temporarily before inflation got out of control, the newly issued 
paper money did just as Law said it would: boost money circulation and, 
in turn, the overall economy.

The banking effort would have been considered an initial success for 
John Law, but the bank by itself did not help the French royal reduce the 
massive debts that had been accumulated from the series of wars. This 
is where the Mississippi Company came in. The Mississippi Company 
was created and given exclusive trading privileges in a territory stretching 
from the Mississippi River to Canada for a period of 25 years. John Law 
financed the operations of the company by selling shares in exchange 
for paper money, similar to how an initial public offering (IPO) would 
operate today. There was not a lack of interest in this 1700s’ version of 
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an IPO because of interest in the potential gold and silver acquired by 
the company in their operations. This point is particularly interesting, 
given that French citizens had spent the previous few years exchanging 
all their gold and silver for banknotes. The Mississippi Company went on 
to acquire what would amount to a monopoly on tobacco trading with 
Africa. The company acquired trading rights with China and the East 
Indies. The Mississippi Company obtained the rights to produce new 
precious metals for France, along with the rights to collect taxes on behalf 
of the French government. Prior to the crash of the Mississippi Company, 
John Law commanded near-unchecked power. Through his interests in 
the Mississippi Company, Banque Générale (which was later renamed 
Bank Royale), and ultimately the controller-general and superintendent 
general of finance of France, Law was one of the most powerful individ-
uals in the world. Law was essentially granted unilateral power to issue 
currency on behalf of the French government, control France’s foreign 
trade and international development, and run what would amount to a 
massive business conglomerate with virtually unlimited financing since 
Law was in charge of the country’s currency issuances.

The broad expansion of operations by the Mississippi Company was 
being financed by the additional issuance of shares in the company, dilut-
ing previous shareholders. If Law wanted to, he could have supported the 
share price of the Mississippi Company for at least some period of time 
because he maintained control over the currency issuance and the French 
government debt. Within a year after Mississippi Company debuted its 
1700s version of an IPO, the share price had increased by an astound-
ing 1,900 percent. Like all asset bubbles throughout history, individu-
als started seeing and hearing about their neighbors getting rich quickly. 
Because of greed and fear of missing out, more people piled into this 
financial rocket ship. There may have also been some individuals realizing 
that an asset bubble was taking place and bought in anyway, but that is 
unclear and not as likely as later in history because the people at this time 
didn’t have various examples of asset bubbles to study and recognize what 
was occurring.

The Mississippi Company was initially floated on the public market in 
January of 1719. After soaring in value throughout 1719, the share price 
of the company began to slip in January of 1720, as some individuals 
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exchanged their shares in the Mississippi Company for gold. Since John 
Law essentially maintained unilateral control over the monetary system, 
he responded to this selling activity by placing restrictions on payment in 
gold that was above a small threshold (the restrictions on gold were later 
reversed). What Law did here in the early 1700s was not unlike when 
the United States passed the Gold Reserve Act 1934. In the 1930s, FDR 
placed limitations on gold ownership by private citizens of the United 
States. The goals of John Law in 1720 and FDR in 1934 were the same: 
monopolize the money supply. Governments have consistently done this 
throughout history, recognizing that controlling the money supply is the 
most powerful tool a government has. This reality is particularly relevant 
and interesting as I write this today, as few are considering the possibility 
that cryptocurrencies will be outlawed or severely restricted.

The ultimate undoing of the asset bubble tied to the Mississippi 
Company was triggered when Bank Royale (previously Banque Générale) 
vowed to exchange banknotes for shares of the Mississippi Company at 
a quoted market price. The problem was related to the amount of paper 
money that was issued to make this happen. Almost overnight, the money 
supply of the country was doubled, and this resulted in soaring inflation. 
By January of 1720, annual inflation had reached a rate of 276 percent. 
Because of the inflation that was now out of control, John Law resorted 
to several devaluations of the Mississippi Company throughout 1720. 
By September of 1721, less than two years after the shares were made 
available to the public, the shares of the Mississippi Company were worth 
the same as they had been when they were initially listed. Despite soaring 
1,900 percent in short order, the market crash ended up occurring almost 
just as swiftly as is often the case with asset bubbles. A combination of the 
reversal of the restrictions on gold and widespread doubt that was now 
tied to paper money and the value of the Mississippi Company caused 
citizens to rush to retrieve gold from the banks as quickly as possible. This 
series of events was no different than the various bank runs we have seen 
throughout history. John Law may not have been solely responsible for 
this disaster (he did receive permission from the head of France after all), 
but he was forced to flee France in 1720. Law’s company and bank were 
absorbed by the government. It is said that Law later died a poor man, 
which was once (although briefly) unthinkable.
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Macroeconomic Impact

For the remaining chapters, I am going to skip the section How  Businesses 
Were Affected owing to a lack of information from the earlier time peri-
ods. When you have a situation where inflation spirals out of control 
like what occurred, it is safe to say that every business and individual is 
impacted. It wouldn’t be until the late 1700s that France would bring 
back paper currency.

An important event occurred in 1721 (that would drag on for years) 
after the Mississippi Company meltdown that must be covered here. 
There were still large debts owed by the king, the Mississippi Company, 
and the government-controlled bank that was taken over from John Law. 
These debts amounted to 50 percent of the total GDP, which was a very 
large figure for this time period. To help resolve this situation, France 
engaged in a major debt restructuring process. Since France was an abso-
lute monarchy, the government could have opted for outright default 
on the debt obligations, and all parties would have just had to accept 
this outcome. This path would have made it more difficult for France 
to later reintroduce paper currency, because defaults lessen confidence 
in the domestic monetary system and government overall. A pattern of 
default also makes it more difficult for governments to access public cap-
ital markets, as lenders will either not lend money to a serial defaulter or 
demand onerous terms. France opted for a debt restructuring where the 
bank was liquidated, and debts owed by the Mississippi Company were 
absolved. The restructuring process did not dramatically reduce its debt 
service levels, and this is important. While this path was positive from 
the standpoint that it maintained a degree of credibility of the monetary 
system, it likely led to problems down the line when France entered the 
Seven Years’ War in 1756. France’s ongoing debt problems were further 
compounded by the expenses tied to the Seven Years’ War, which played 
a role in the French Revolution that started in 1789.

Some people don’t realize that many of today’s developed countries 
were once emerging countries in terms of the economy. Look no fur-
ther than France as an example of this concept. The now famous book, 
This Time Is Different: Eight Centuries of Financial Folly, discusses the 
graduation that some countries make in going from being serial debt 
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defaulters to stable, developed markets. France defaulted on its debt a 
staggering eight times between 1558 and 1788, with the roots of some 
of the defaults in the 1700s being discussed in this chapter. Aside from 
the debatable default on some portion of France’s World War I debts, it is 
often believed that France has not defaulted on its debts since 1812. This 
is a major turnaround for a country that abandoned paper currency for 
80 years in the 1700s and even had a prime minister argue that govern-
ments should default at least once every 100 years to restore equilibrium. 
It should be clear from this book that there is a definitive correlation 
between the overall economic success of a country and the degree to 
which a country remains fiscally conservative and does not encounter 
continuous debt problems. As of the time of this writing, countries such 
as Zimbabwe and Japan have never broken out of their debt cycle prob-
lems since the crises that were covered. On the other end of the spec-
trum, a country such as Chile, which was once a serial debt defaulter 
and poster child for economic disarray, learned from others’ mistakes 
and went on to manage its finances more conservatively and, coupled 
with other measures, has evolved into a relative economic success story. 
At least in comparison to time periods such as the 1700s, France would 
fall into Chile’s camp. As of 2021, France is estimated to have the sixth 
largest GDP by country in the world, and a lot of this relative success is 
attributable to France having evolved from an emerging serial defaulting 
country to a developed and stable economy. While France is far from 
perfect, they would still be the envy of a great number of emerging mar-
kets around the world.

I think now is an appropriate time to review the gold standard and 
its place in history. What happened during this saga in the early 1700s 
was a preview of a scenario that would continue to play out time and 
time again in various countries throughout the world over the next few 
hundred years. In this situation in France in the early 1700s, the ratio-
nale for dropping the gold standard in favor of paper money was that 
paper money would boost monetary circulation and, in turn, the overall 
economy. In 1971, the United States severed the link between gold and 
currency, and the world has really been operating on a global monetary 
system of fiat currencies not dissimilar from our case study here of France 
in the early 1700s. While this fiat currency system has been in place for 
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50 years without completely imploding in contrast to what happened 
in France, I don’t think it is clear this will remain the case in the future. 
We have entered a new era of monetary policy where modern monetary 
theory economists have won out and governments have essentially con-
cluded that federal deficits do not matter. The problem with this line 
of thinking is that history says otherwise. What often happens is that 
inflation gets out of hand if too much paper money is printed and put 
into circulation within a given economy. As we saw in our case studies 
on France,  Zimbabwe, and Germany, people ultimately lose confidence 
in a currency if the limits of monetary and fiscal policy are pushed to the 
extreme. As I write this chapter today, people are significantly underesti-
mating the chances that history will repeat itself and confidence will again 
be lost in paper currencies. In fact, I don’t think the odds of this happen-
ing have ever been higher across a broad number of countries. After the 
COVID-19 crisis, we have never seen a scenario in modern times where 
so many countries around the world have used such extreme monetary 
policies to try and dig themselves out of difficult financial situations.

Let’s now review asset bubbles and build on the conversation from 
earlier in the chapter. Along with Stanley Druckenmiller, I believe that a 
near-universal characteristic of asset bubbles is that they are facilitated by 
easy monetary policies. Our 1700s’ example in France was an early case 
study of what happens when a government has little monetary account-
ability, and the easy monetary and fiscal policies are taken to an extreme. 
As we have learned from this book, what has always happened through-
out history when easy monetary and fiscal policies are taken beyond their 
outer bounds is that there is ultimately a day of reckoning. This can hap-
pen in the form of rampant inflation (France, Germany, and Zimbabwe), 
an asset bubble and collapse followed by persistent deflation (Japan), or 
a major financial crisis with asset bubbles as a contributing factor (the 
United States, Iceland, and Indonesia). Easy monetary policies distort 
the valuations of various assets. For example, when interest rates are low, 
a rational individual would be willing to pay a higher price for a stock 
since the opportunity cost is owning a bond that is earning little in the 
way of interest. Problems occur when people start to assume that this 
type of environment is going to continue in perpetuity, and this is usually 
when asset bubbles get out of control. I would argue that I am seeing that 
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situation play out at this very moment in many asset classes around the 
world. The trigger for the decline in asset prices is almost always rising 
interest rates that are used to combat potentially heightened inflation, 
which is often accelerated by large-scale money printing.

As I write this chapter, many investors and economists are concluding 
that this time is different, and that easy monetary and fiscal policies can be 
consistently used without having any unintended consequences. At least 
to me, it is clear this line of thinking is most certainly not the case, and we 
have already seen broad-based asset bubbles brought about by valuation 
distortions due to low interest rates. In a classic sign of an asset bubble, 
countless prospective homebuyers are coming way over the top on the ask 
price for houses that are already being listed for prices well above histor-
ical rates. Low mortgage rates distort home prices because many people 
will use the logic that it makes more sense to buy a house and take on a 
mortgage at a low rate as opposed to paying rent on an apartment. The 
problem with this line of thinking is that there is an implicit assumption 
that there won’t be a material decline in the equity value on the home, 
which likely won’t be the case if the home is purchased in the midst of 
an asset bubble. As we have learned from this book, this scenario is the 
classic setup for a major financial crisis. It will be interesting to see what 
happens if there were to be a major financial crisis when interest rates are 
so low (central banks ultimately aggressively raised interest rates in 2022 
in response to soaring inflation) and debt levels are so high in many coun-
tries around the world. Historically, one of the main tools that govern-
ments have used to stimulate economies in the wake of a financial crisis 
has been to lower interest rates. Even 12 years after the global financial 
crisis, interest rates remain very low in almost every country around the 
world. Additionally, after consumer price inflation finally surged in 2021 
and 2022 in response to the irresponsible monetary policies from central 
banks and other factors such as supply disruptions, governments would 
have a difficult time printing large amounts of additional paper money 
for bailouts in a financial crisis scenario, as this could further accelerate 
inflation. A major financial crisis in the near future could provide for a 
unique scenario in modern history that would test what we think we 
may know about economics and monetary policy. The canary in the coal 
mine is likely to be an increase in interest rates. In a recent interview, 
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Stanley Druckenmiller showed that, if 10-year U.S. interest rates were to 
go to a more normalized rate around 5 percent, the United States would 
be spending around 30 percent of the GDP each year just to service the 
debt (as of late 2022, this scenario was on the path to becoming a reality). 
Remember that all of this is happening just as we are seeing major demo-
graphic shifts in countries such as the United States where older segments 
of the population are soaking up greater proportions of federal budgets 
owing to entitlements.

I mentioned cryptocurrencies a few times in this book, and I wanted 
to briefly touch upon this topic. I do not consider myself to be an expert 
on cryptocurrencies, but I would like to comment on how they relate 
to topics such as fiat currencies because that comparison is relevant to 
many things we have discussed. I have talked about the global financial 
system having shifted to fiat currencies since 1971 when the United States 
severed the link between gold and paper money. Even though currencies 
around the world are not currently backed by hard assets such as gold as 
they have been at times in the past, I think an argument could still be 
made that fiat currencies are really being backed by faith in the individ-
ual governments themselves. This is interesting to think about because 
there have recently been arguments that cryptocurrencies have no intrin-
sic value and aren’t backed by anything, and cryptocurrency bulls have 
countered by saying that the same is true of fiat currencies. I think that 
an argument could be made that cryptocurrencies are really being backed 
by faith in the public in contrast to how fiat currencies could be seen as 
being backed by faith in governments. I am not in any way saying that 
this is an all-encompassing way to think about cryptocurrencies and fiat 
currencies, but it is something interesting to think about. The history of 
countries operating without governments is not good. Ask any citizen of 
Somalia how it has worked out for them. This is not to say that there are 
zero practical use cases for a very limited number of cryptocurrencies. 
Citing a recent example, when Russia invaded Ukraine and Russia was 
effectively cut off from the global financial system, some individuals in 
Russia leveraged cryptocurrencies to move financial assets over fears of a 
classic bank run situation. In a scenario like this, it could be argued that 
the decentralized components of some cryptocurrencies could be seen as 
having some practical application.





CHAPTER 10

United States and Europe

The Panic of 1873 (1873–1879)

Background and Market Impact

The Panic of 1873 took place in both the United States and Europe, but 
my commentary in this chapter will mainly focus on the United States. 
I had previously referred to the period of 1873 to 1879 that has often 
been called the Long Depression and was a rare deflationary period in 
American history. This period originally was referred to as the Great 
Depression until the unfortunate series of events in the early 1930s took 
precedence. The Panic of 1873 was a financial crisis that triggered depres-
sion conditions in North America and Europe. Many believe that this 
period marked the first global depression that was the result of industrial 
capitalism where economies are dominated by trade, industry, and capital 
(this is the modern-day economic system in the developed world).

As we know by now, virtually every financial crisis in history has fol-
lowed a period of rapid credit growth. The Panic of 1873 was no differ-
ent. After the Civil War ended in the United States in 1865, there was a 
massive railroad boom that was financed by government land grants and 
subsidies along with speculative capital seeking outsized returns. This was 
a classic case of too much capital chasing too few opportunities for which 
an adequate return could be earned. It wasn’t known at that time, but 
these conditions provide the perfect recipe for the bust part of the cycle 
in an economic cycle. At the time of this U.S. railroad boom, the railroad 
industry was the largest sector employer in the country after agriculture, 
which magnified the effects of the bust.

The Civil War played a critical role in the history of the U.S. mon-
etary system. The first coins in America were minted in 1793, but it 
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wasn’t until the 1860s in the midst of the Civil War that the United States 
sought to create a national currency. Two competing currencies were used 
in the Civil War to finance the war. In the years following the Civil War, 
the United States government significantly expanded its powers over the 
monetary system through a series of Supreme Court decisions. In other 
words, the Civil War laid the groundwork for the monetary system that 
we have in the United States today. It was only after the Federal Reserve 
Act of 1913 was passed that the modern-day U.S. central bank was cre-
ated, but the chips were starting to be put in place in the years following 
the Civil War.

It is not a coincidence that the first modern global depression occurred 
not long after the United States authorized the printing of paper money 
and was happening when governments knew substantially less than we do 
today about the ripple effects of monetary and fiscal policies. Like virtu-
ally all the crisis case studies we have examined, the market was flooded 
with capital, and then the consensus assumption became that the easy 
access to capital would continue in perpetuity. The easy money policies 
were greatly accelerated after the shift to paper money, because this shift 
reduced monetary accountability. The result was wild market speculation 
(this should sound similar to the market dynamics in 2021), and over-
expansion in areas such as railroads where many projects were not sup-
ported by actual business fundamentals.

An important development occurred in 1873 with the passage of the 
Coinage Act of 1873. Prior to this policy, the United States had backed 
its currency with a combination of gold and silver. The Coinage Act of 
1873, known by some as the Crime of 1873, abolished silver dollars from 
official coinage and paved the way for the gold standard in the United 
States. An obvious impact of this legislation was that silver prices were 
hurt, along with the silver mining businesses that referred to the act as 
the Crime of 1873. More importantly, as it relates to the health of the 
monetary system at that time, the money supply was reduced with the 
removal of silver from coinage. This led to an increase in interest rates. 
The ensuing crisis should not come as a surprise to readers of this book, 
as we know that periods of excessive credit growth and speculation, 
followed by a rise in interest rates usually lead to problems with the 
financial system.
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Later in 1873, following the coin legislation, the dominos started 
to fall following the contraction in the U.S. money supply. This con-
traction coincided with a stock market crash in Europe. When the 
 European  market crashed, European investors that had contributed to 
the  American railroad bubble began selling railroad bonds and were no 
longer willing to provide capital for the various U.S. railroad projects 
under construction. In short, capital dried up overnight when there was 
a boom in construction for one of the most capital-intensive businesses 
in history. An American firm by the name of Jay Cooke & Company, 
which was a significant banking entity at that time, had lent millions 
of dollars to railroad firms just like many other banks. Jay Cooke & 
Company was even in the process of financing a second transcontinen-
tal railroad in 1873 when it was discovered that the firm’s credit had 
become worthless, and the company declared bankruptcy. Following 
the Jay Cooke bankruptcy, a bank called Henry Clews went under and 
was followed by a series of U.S. banking failures. When citizens saw Jay 
Cooke fail, it created a classic bank run scenario where masses of people 
pulled their money at the same time. All told, over 100 U.S. banks failed 
during this banking crisis episode. This should be yet another example 
of why banks and businesses that rely on leverage to earn an adequate 
return (which I personally still don’t believe is adequate) are such hor-
rific businesses. I believe that these types of assets do not possess much 
intrinsic value, given the guaranteed reliance on leverage as it relates to 
the standard operating model.

The banking failures in the United States sent shockwaves through the 
economy, and the New York Stock Exchange was closed for 10 days in 
1873 starting September 20. What is amazing is how quickly this rapid 
series of events developed. Jay Cooke & Company declared bankruptcy 
on September 18, and the stock exchange closed just two days later, on 
September 20. The banking failures and contraction in money supply 
caused roughly a quarter of the United States’ railroads to go bank-
rupt. This had a dramatic impact on the overall U.S. economy, given 
the economic contribution of railroads at that time. It is estimated that 
18,000 businesses in the United States failed in a two-year period. By 
1876, the U.S. unemployment rate was estimated to have skyrocketed 
to 14 percent. The depression would last until 1879, with a contraction 
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in economic productivity leading to wage cuts, which would trigger the 
Great Railroad Strike of 1877.

I think it is equally important to note what the United States did in 
response to this crisis as it relates to monetary and fiscal policies. This 
would be unthinkable in modern times, but President Ulysses S. Grant 
vetoed a bill in April 1874 that would have added liquidity to financial 
markets following the banking system collapse in 1873. Grant reasoned 
that allowing for such a cash infusion would lead to more money print-
ing in the future, which would accelerate inflation. Taking the hard 
money line even further, the Specie Resumption Act was passed in 1875 
that called for the redemption of paper currency and was a step toward 
the gold standard. While I have lambasted the Federal Reserve for the 
modern-day view that fiscal deficits don’t matter, it is likely that the 
response by the U.S. government in the 1870s prolonged the depression 
conditions. Providing some degree of government support to the finan-
cial markets in 1873 probably would have been a prudent idea, just like 
the United States later did in response to the global financial crisis and 
the COVID-19 crisis. This commentary assumes that countries will con-
tinue to disregard limits on money supply growth tied to GDP growth 
and employ the flawed fractional-reserve banking model. My main issue 
with the recent monetary and fiscal policy responses has been with the 
duration for which the Federal Reserve has provided market support. 
For example, as I write this chapter, the Federal Reserve is still providing 
market support in response to the COVID-19 crisis well over a year 
since the start of the crisis and long after most reasonable individuals 
would conclude that the economy has recovered enough to halt asset 
purchases and raise interest rates (this costly decision ultimately resulted 
in soaring consumer price inflation). The Federal Reserve in 2021 has 
almost solely been focused on the employment figures and disregarded 
potential negative impacts in the form of inflation and the health of the 
U.S. dollar. In a span of 150 years, the United States has gone from the 
extreme of being an uncompromising fiscal hawk to an economic dove 
with no bounds. There must be some middle ground, because both 
approaches threaten the lasting health of the U.S.  monetary system and 
the U.S. dollar.
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Macroeconomic Impact

What is particularly interesting to note about the boom-and-bust cycle of 
the U.S. railroads in the 1870s is that Europe experienced a similar ordeal 
in the 1840s. The major difference between these scenarios was that the 
irrational exuberance in European railroads was tied to the stock market 
while the U.S. railroad boom was happening in the private markets. The 
British Railway Mania, as it is referred to by some, of the 1840s was a 
classic market bubble where the quoted prices of the underlying assets far 
outpaced their real intrinsic value. This 1840s’ bubble is often compared 
to the dot-com bubble in the United States in the late 1990s owing to 
the similarities: there was a new innovative technology (railroads and the 
Internet) that ultimately survived, but the market prices of various assets 
of little to no value at the time were trading at stratospheric valuations. 
Like nearly every boom-and-bust cycle I have ever studied, these market 
bubbles were fueled by easy monetary and fiscal policies, and the inevita-
ble crash coincided with a rise in interest rates. A contributing factor to 
these bubbles was the rise in the number of railroad and Internet com-
panies going public. At least for a period of time, investors were drawn 
in by the apparent easy gains offered by these businesses that were built 
upon the foundation of an innovative technology that appeared to have 
no limits. This should sound eerily similar to emerging technologies and 
products such as cryptocurrencies today. While it is likely that there will 
be a couple players that outlast the current market mania, I can say with 
almost certainty that the state of the 2021 market in areas such as cryp-
tocurrencies is similar to that of the U.S. Internet companies in the late 
1990s and European railroads in the 1840s. Yet again, these bubble con-
ditions have been fueled by easy monetary and fiscal policies, and the bust 
is likely to coincide with a rise in interest rates and a contraction in the 
money supply.

A major difference between the U.S. railroad bust in the 1870s and 
the British Railroad Mania of the 1840s was that the U.S. series of events 
culminated in a major financial crisis and ensuing depression while the 
economywide effects in Europe were much less pronounced. The reason 
for this is that banks and financial institutions making loans to railroads, 
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which were critical components of the U.S. economy in the 1870s, were 
at the core of what developed in the United States in the 1870s. Given 
the inherent leverage required to operate a standard bank or financial 
business that makes loans, these businesses often fail quickly and can 
take down the entire financial system because the effects are accelerated 
when consumers rush to retrieve their proceeds at the same time (often 
referred to as a bank run). The U.S. financial crisis in the 1870s with the 
financial institutions at the heart of the collapse was similar to our case 
studies on Iceland, Indonesia, and Chile. On the other hand, the Euro-
pean event of the 1840s was primarily tied to the public markets similar 
to the U.S. Internet bubble in the 1990s or the Dutch Tulip Mania of 
the 1630s.

The financial impact in the 1840s was more limited to the individual 
and institutional investors that had invested in the railroad companies. 
It is interesting to note that, similar to how modern-day financial cri-
ses have repeated for centuries in a resembling manner, market bub-
bles predicated upon new technologies have done the same. The British 
Railway Mania, the dot-com bubble, and the ongoing cryptocurrency 
bubble are all technological market bubbles induced by the same factors. 
There was a macroeconomic backdrop of easy monetary and fiscal pol-
icies that led to an influx of capital and inflated asset valuations. There 
was a new innovative technology that caused investors to come to believe 
that almost anything related to this technology must be a good invest-
ment regardless of the product or price. On top of these factors, an influx 
of novice investors inflated the asset bubbles of these investments tied to 
the new technologies. The number of new investors was accelerated by 
an increase in the number of ways in which an individual could invest in 
the new form of technology. During the British Railway Mania, it was 
the surge in new railroad companies going public similar to the Internet 
companies during the dot-com bubble and the number of new crypto-
currencies being created seemingly every hour as I write this chapter. 
There are usually additional new avenues created to invest in the new 
technologies such as the recent proliferation of exchange traded funds 
(ETFs) tied to cryptocurrencies. When novice investors start to see easy 
gains being made in these new innovative technologies, they get a fear of 
missing out and pile into these types of assets, and this is the point right 
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before the asset bubble bursts. There is nothing more frustrating to many 
people than seeing their neighbor seemingly get rich quick through some 
scheme that appears easy. The inevitable crash in the asset bubble is usu-
ally accelerated and amplified by a period in which investors are willing 
and able to take on massive leverage to invest in these new technologies. 
As an example, I recently read that it is not uncommon for cryptocur-
rency investors to be leveraged 100 to one! This insane level of risk- 
taking, from both the investors’ and the lenders’ points of view, has been 
enabled by newer trading exchanges. This type of activity is common at 
or near the peak of a technological asset bubble. Like every other asset 
bubble in history, this will not end well.

As a review, the 1870s’ period was defined by supply-side deflation 
that was caused by new technological innovations and monopolies that 
kept prices low. One of the other contributing factors that I had not 
previously discussed that was at least partially responsible for the 1870s’ 
deflation was how the monetary system was set up at that time. While 
paper money was being used, the value of the currency was tied to gold 
and silver up until silver dollars were abolished from official coinage in 
1873. The removal of silver from official currency led to a contraction in 
the money supply, given the link between the value of the paper money 
and the precious metal. The contraction in the money supply had defla-
tionary effects on the overall U.S. economy, and these trends were exacer-
bated by other developments such as the technological advancements that 
were lowering the cost of goods and services.

While I have discussed at length the benefits that the gold standard 
brings in terms of monetary accountability, one of the main issues with 
a gold standard system is that it is deflationary in nature. In a pure gold 
standard system where 100 percent of a currency is backed by an equiv-
alent amount of gold, the only way to increase the money supply is to 
mine more gold. This can be a serious problem if there is a situation like 
we had with COVID-19 where the economy effectively is ground to a 
halt. The Federal Reserve likely would not have been able to provide the 
temporary market support that it did if we had been operating under a 
pure gold standard monetary system (assuming the government adhered 
to the rules of the pure gold standard). While we can’t say for certain as 
to what would have happened if the Federal Reserve didn’t step in after 
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the global outbreak of COVID-19, I think that references to historical 
events such as how the U.S. government responded to the Panic of 1873 
and the Great Depression provide some insights. Most would now argue 
that the contraction in the money supply during the Long Depression 
and the Great Depression was at least partially responsible for the dura-
tion and severity of these economic crises. I would argue that easy mone-
tary and fiscal policies leading up to events such as the Long Depression 
and the Great Depression (along with virtually every financial crisis in 
world history) were some of the main reasons that the crashes occurred in 
the first place. This lack of accountability is why I believe that a form of 
partial gold standard makes the most sense for a monetary system. A par-
tial gold standard system brings at least some monetary accountability 
and would prevent a scenario like we have today where governments 
have made a mockery of the fiat currency systems by effectively conclud-
ing that fiscal deficits don’t matter. A partial gold standard system allows 
for central banks to provide for some level of temporary market support 
within reason during a crisis such as a global pandemic. To be clear, the 
entire history of money has been one of boom-and-bust cycles where 
people ultimately lose confidence in paper money and then turn to hard 
assets such as gold. The only individuals that would believe this is a radi-
cal proposition are those looking at the global monetary system through 
the lens of one portion of a long-term debt cycle (as Ray Dalio discusses 
in his book Principles for Dealing with the Changing World Order: Why 
Nations Succeed and Fail). Many in the United States today have never 
thought about a scenario where the U.S. dollar is significantly devalued 
because in their lifetimes, this has never been an issue. History would tell 
us that we are on our way to the next global monetary reset.

Proponents of a return to a form of the gold standard, like myself, 
usually fall into two camps: one proposal that would require at least par-
tial gold backing of a currency without the need for gold convertibility 
and the alternate proposal that would require currency to be converted 
to gold in varying degrees. The gold backing proposal without convert-
ibility requires a currency to be supported by an official gold reserve at 
different rates. For example, it could be required that for every $100 in 
circulation, the U.S. government stores $20 of this currency value in the 
form of gold reserves. An obvious issue with this proposal is that the 
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price of gold fluctuates depending on global supply, demand, and other 
factors, so the gold reserves would have to be periodically rebalanced to 
take into account the price fluctuations and growth in money supply. 
This comment assumes that the gold backing is based on the market price 
of gold, which does not have to be the case. Some proposals prefer to 
have a portion of the money supply supported by gold reserves that are 
valued based on a fixed price of gold. I personally don’t see how a pro-
posal that includes a fixed price of gold makes sense, as the market price 
of gold could materially differ from the fixed price set for gold reserve 
purposes. I think that the fixed gold reserve price undermines one of the 
key selling points of this proposal because the price of gold would not be 
representative of real-world gold fundamentals, which weakens the true 
soundness and stability of the currency. One of the beauties of gold and 
other commodities is that unlike paper money that can be printed for any 
number of reasons, miners produce more gold depending on supply and 
demand dynamics, and the market price responds accordingly. Unlike the 
gold standard proposal that requires gold convertibility, it would be up to 
the U.S. government to decide what to do when the money supply gets 
out of line with the gold reserves that are either represented by the fixed 
or market prices. In theory, if the U.S. government wants to increase the 
money supply by 3 percent and there is a constant market price for gold, 
the U.S. government should purchase 3 percent more gold reserves if the 
money supply is being fully supported by gold reserves. Unlike the gold 
convertibility proposal, how the government ultimately responds to the 
changes in money supply as it relates to gold reserves would be discre-
tionary in nature. Having said that, if the government materially deviates 
from the gold reserve plans, it will effectively render this plan useless, and 
the monetary system would not be any different from the fiat currency 
system in which we operate today. Assuming the government does not 
abuse its powers and regularly override the gold reserve requirements, the 
point of this gold standard proposal is to maintain a sound currency and 
prevent a scenario like we have today with unconstrained growth in the 
money supply.

The alternate gold standard proposal is predicated upon a require-
ment for currency to be convertible to gold. This proposal is very dif-
ferent from the proposals seeking to have the government hold gold 
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reserves mainly for the purpose of monetary stability, because citizens 
could, at any time, retrieve gold for their currency, which would amplify 
the implications if the Federal Reserve disregarded the gold reserves in 
relation to the money supply. The proposals based on gold convertibility 
vary, with some calling for full convertibility to gold, while others advo-
cate for requirements with lesser conversion rates. I don’t think the gold 
convertibility proposals are realistic from a practical perspective, in that 
it would be expensive and complex to regularly exchange paper currency 
for gold. Additionally, I don’t believe it would be in the interest of a 
government like the United States to implement a system like this. In 
doing so, the U.S. government would be greatly limiting its control over 
the monetary system. It would be easy for U.S. citizens to retrieve gold 
from the government, and it could be used as currency in place of the 
U.S. dollar. This would be a serious problem, because as we know from 
this book, the most powerful tool that a government has is to be able to 
control the monetary system and money supply and have citizens accept 
the government-issued currency while paying taxes in that currency. The 
gold backing proposals would allow for the U.S. government to main-
tain control over the monetary system while providing for guardrails 
and stability for the U.S. dollar. A full gold convertibility system would 
also present a challenge in that the United States could effectively be 
held hostage by large gold-producing nations such as China, Russia, and 
Australia that produce the majority of the world’s gold supply. These 
nations could control how much gold goes into circulation with broad 
implications. The United States would essentially go from having full 
control over the monetary system to being reliant on other nations that 
may not always have the same interests as the United States. This would 
not be an ideal situation.

Building a bit on the last point related to gold supply concentration 
risk, it would probably make the most sense for this new partial gold 
standard using gold backing to at least have some degree of diversifica-
tion in terms of other stores of value involved. Requiring governments 
to keep a lesser degree of other respected forms of store of value on 
hand, such as silver and platinum, would help mitigate the concentra-
tion risk tied to a small number of nations, effectively controlling the 
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global market for gold. The main problem you run into is that there 
aren’t many reasonable alternatives. Gold has proven to be the best store 
of value that is near-universally accepted, because while it is used in the 
form of jewelry, it is not consumed or required as a source of energy on 
a regular basis. While other commodities such as crude oil, natural gas, 
coffee, cocoa, and wheat could, in theory, be used by governments to 
back their  currencies, this would not in any way be practical or good 
for the world because this would be a waste of resources that are used 
to provide either energy or food and drink consumption. Gold has the 
additional advantage over most other commodities, in that it does not 
corrode over time. Gold is arguably the most durable and nonreactive 
of all the precious metals, which is a contributing factor as to why it has 
been a near- universally accepted store of value for thousands of years. 
Other precious metals such as platinum and chromium have proven 
to be resistant to corrosion, but the number of options is limited. On 
the other end of the spectrum, commodities such as cocoa and wheat 
degrade over time. In addition to the fact that these commodities are 
needed for everyday consumption, the fact that commodities such as 
cocoa and wheat (and the vast majority of commodities) degrade over 
time makes them impractical for governments to hold as a store of value 
in support of their currencies. This is why my gold backing proposal 
includes partially backing a government’s money supply mostly with 
gold but supplemented with a small collection of other relatively durable 
commodities that are not required for energy or daily consumption such 
as platinum and silver. I should note that even silver is prone to tarnish-
ing over time more than is ideal for a scenario where governments could 
be holding a supply for decades if not centuries.

We don’t have to speculate much about how the gold standard pro-
posals would turn out because we have plenty of history to use as a guide. 
The United States had gold backing for currency from 1879 to 1968 
and full gold convertibility for the U.S. dollar from 1879 to 1933. As 
a brief recap, the world operated under the classical gold standard from 
1880 to 1914. The classical gold standard was defined by central banks 
being willing to buy and sell gold at a fixed price relative to a currency 
(the second proposal discussed earlier). In 1900, the United States passed 
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the Gold Standard Act that made gold the official standard for redeeming 
currency. The start of World War I in 1914 marked an end to the classical 
gold standard era. Major economies around the world suspended the gold 
standard in response to World War I in order to print more currency to 
finance war efforts. After World War I, there was a brief restoration of the 
global gold standard, but this was short-lived owing to the Great Depres-
sion that began in 1929. The Great Depression marked a permanent end 
to the gold standard, with the United States ending the gold standard in 
1933 along with gold convertibility in order to expand its monetary pol-
icy. FDR signed the Gold Reserve Act of 1934, which ended all private 
holdings of gold and the use of gold as money, a stunning development 
considering how the global monetary system had operated up until that 
point in time. Gold was required to be handed over to the U.S. gov-
ernment for a fixed price of $35 per ounce. This was really the point in 
time when the United States was well on its way to fully nationalizing 
the monetary system, and the country would never turn back. The next 
major development in the history of money would occur toward the end 
of World War II in 1944. The Bretton Woods Agreement made it so that 
other currencies were pegged to the U.S. dollar (instead of gold) and the 
U.S. dollar would, at least for the time, be pegged to gold at a fixed price 
of $35 per ounce. Despite the fixed price of the U.S. dollar relative to 
gold, private gold ownership in the United States was still disallowed. The 
Bretton Woods Agreement was the moment when the U.S. dollar became 
the world’s reserve currency. This form of global monetary system would 
continue until 1971 when President Richard Nixon completely severed 
the link between the U.S. dollar and gold and put an end to international 
dollar conversion to gold. At the end of 1973, Nixon’s administration 
reached deals with oil-producing nations in the Middle East whereby oil 
was settled exclusively with U.S. dollars. This has unofficially been called 
the petrodollar system and was the preface for the expectation that many 
other goods and services be settled with unbacked U.S. dollars. Since 
1971, the global monetary system has been operating with completely 
unbacked currencies that are not tied to precious metals. In 1974, Pres-
ident Gerald Ford once again permitted private gold ownership in the 
United States, but this development was not nearly as significant as it 
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once was considering that gold had been cut out of the global monetary 
system for all practical purposes.

What is not often discussed is the fact that the downfall of the gold 
standard was likely due to a lack of adherence to the gold standard as 
opposed to fundamental problems with the construction of the gold 
standard. During most of the years the United States had gold  backing 
for currency, the gold reserve requirements were nonbinding in nature. 
Even when the gold reserve requirements were binding, at least in the-
ory, these requirements were ultimately lowered and removed altogether. 
Given what has happened since the world went to fiat currencies, I 
firmly fall into the camp that believes the problem stemmed from a lack 
of gold standard adherence. It is misguided to say that the gold standard 
 contributed to the cause of events such as the Great Depression. While 
true that a lack of market support until three years after the start of the 
Great Depression increased the duration and severity of the depression 
once it already began, the cause of the start of the Great Depression was 
not the gold standard. Like nearly every market crisis studied in this 
book, the Great Depression was caused by excessive debt and specula-
tion fueled by easy monetary and fiscal policies that resulted in a finan-
cial system collapse. It is interesting that few people talk about the 61.8 
percent increase in the U.S. money supply between 1921 and 1928. 
Owing to the flawed incentives offered by fractional-reserve  banking, 
there was a large expansion of private credit leading up to the Great 
Depression. As we know, large increases in the money supply in excess of 
GDP growth and extended periods of low interest rates lead to inflated 
asset valuations just as we saw leading up to the Great Depression. 
During the economic expansion in the 1920s leading up to the Great 
Depression, money supply growth should have been more subdued so 
that the response would have been easier when times were tough. This 
money supply expansion was possible because of a lack of adherence to 
the gold standard combined with the lack of limits on money supply 
growth relative to GDP growth (as is still the case today) employed 
under the fractional-reserve banking system. Countries that have been 
able to maintain good fiscal health over time have exhibited higher rates 
of growth and a much lower chance of seeing negative impacts due to 
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financial crises. Adherence to a form of gold standard increases the odds 
of demonstrating acceptable monetary and fiscal policy.

In the roughly 50-year period since 1971, this has been the only period 
in modern history when virtually all currencies have been completely 
unbacked and not tied in some form to hard assets. Is it surprising that 
since 1971, the world has largely been operating in an environment where 
we have seen debt levels explode and have had low levels of growth? On 
June 30, 1971, the year in which the United States completely severed the 
currency link to gold, the national debt stood at $408 billion. By June 30, 
2021, the U.S. national debt had exploded to $28.38 trillion. This means 
that the U.S. national debt has increased a stunning 69.56 times over a 
roughly 50-year period with the trend getting worse in recent years. One 
of the underlying themes of this book has been the correlation between 
a government’s fiscal health and the quality of the economy. With the 
rise of fiat currencies and a total lack of global monetary accountability, 
economies have come to rely on monetary supply expansion for growth as 
opposed to actual productivity. The book, The Lords of Easy Money: How 
the Federal Reserve Broke the American Economy, provides some interesting 
statistics on this subject. In the 1990s, before the era of ultra-low inter-
est rates and perpetual financial engineering, labor productivity in the 
United States averaged 2.3 percent. During the ultra-low interest rate era, 
this figure declined to a 1.1 percent increase. This decline in labor pro-
ductivity is attributable to the fact that companies have been incentivized 
by central banks to do things such as take on debt to repurchase shares as 
opposed to investing in a new factory. Historically, when we have reached 
this stage of the global monetary cycle, this is the period prior to when 
countries start to doubt the value of currencies and debt and sell these 
assets for other perceived store holds of wealth such as gold. This trend is 
often accelerated because real interest rates at this stage become incom-
mensurate to the risk involved with holding a country’s currency and debt 
due to high levels of debt and declining economic fundamentals. This is 
when there is a global monetary reset, the last of which occurred toward 
the end of World War II when the U.S. dollar effectively began its reign 
as the world’s reserve currency.

Since the United States officially went to a fiat currency system 
in 1971, we have had the stagflationary era of the 1970s, the global 
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financial crisis between 2008 and 2009, which was followed by the 
slowest economic recovery in U.S. history, and the COVID-19 crisis 
followed by what has been high inflation that could evolve into a stag-
flationary environment akin to the 1970s. While the COVID-19 crisis 
was a nonfinancial event that brought down the economy, even before 
the onset of COVID-19, the United States and the global economy had 
not recovered from the global financial crisis. We have been locked into a 
recurring cycle where global growth is now controlled by central bankers 
as opposed to real productivity. In short, the fiat currency experiment is 
not going well, and few seem to arrive at this realization likely owing to 
a lack of historical perspective.

The World Bank recently released estimates in 2021 that predict 
global growth of 1.9 percent per year over the period of 2020 to 2029. 
One of the major contributing factors to this anemic growth rate is the 
fact that there have been weaker levels of investment, and this supports 
my theory that countries have come more to rely on monetary supply 
expansion for growth as opposed to real productivity. Fiat currencies 
have encouraged this behavior and are the root cause of the scenario we 
find ourselves in today due to unchecked monetary and fiscal account-
ability. The World Bank projections for the current decade would just 
fall in line with a long-running trend. A 2011 report showed that, since 
1971, when the U.S. dollar link to gold was completely severed, the real 
GDP growth averaged 2.9 percent per year compared to the 4 percent 
average growth in the post-World War II gold-linked period. Growth 
in recent years has only slowed further. The case studies in this book 
have demonstrated a negative correlation between federal debt levels 
and growth rates, so this commentary aligns with the rest of the research 
presented.

During the classical gold standard period in the United States from 1880 
to 1914, wholesale prices increased by just 0.1 percent per year compared 
to the estimated 4 percent average annualized inflation between 1969 and 
2022 (although this inflation measure is only using the flawed CPI metric). 
The classical gold standard in the United States was accompanied by stable 
money, which coincided with high rates of economic growth. Since the end 
of the classical gold standard, the United States has had bouts of inflation-
ary years in the periods after World War I, World War II, in the 1970s after 
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the link was severed between currencies and gold, and now in the 2020s in 
wake of the COVID-19 crisis and extraordinary levels of money printing. 
The country needs a system that encourages stable and trustworthy money 
and discourages radical monetary and fiscal policies. That system is the gold 
standard, and it has already been proven.



CHAPTER 11

Rome

Financial Panic of 33 AD (33 AD)

Background and Market Impact

While we have already done a deep dive into the history of the gold 
 standard, I think now would be a prudent time to review the history of 
money and banking systems. Long before the formulation of fiat curren-
cies and even currencies predicated upon precious metals, there was the 
barter system. While historical records vary as to the exact timing the bar-
ter system originated, the first barter system is believed to have developed 
between 9000 and 6000 BC. Several historical records cite the tribes in 
Mesopotamia (a historical region in Western Asia) as being the first known 
people to use a barter system. The barter system during this period, which 
is the earliest known medium of exchange, was tied to cattle. People used 
cows, camels, goats, and other livestock as a form of currency. While not 
standardized as with currency systems based upon precious metals or 
fiat currencies, the early barter systems paved the way for what we know 
today as pricing. For example, back in 6000 BC, a  village could arrive at 
some form of consensus that two camels were worth one goat. Besides the 
issue of a lack of standardized pricing, the biggest drawback of a barter 
system is that a seller and a buyer must have access to the specific goods or 
services that the other party is seeking. For example, if an individual spe-
cialized in producing milk from cows, this person would likely then have 
to go out and find different parties with access to products ranging from 
corn to rice. This process is not nearly as practical as with a standardized 
form of currency, and barter can be time- consuming. The barter system 
later graduated to using other goods beyond cattle such as vegetables and 
grains, which were considered a  relatively standard barter offering.
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With the rise of the barter system, the foundation for the  modern-day 
banking system later started to come into focus with the innovation we 
know today as lending. There may have been lending done on smaller 
scales in civilizations prior to 2000 BC, but many historians believe 
that the first evidence of loans in ancient history was in  Mesopotamia 
around 2000 BC. A market for loans arose from the fact that farmers 
and individuals responsible for cattle would borrow seeds and animals 
and would repay their lenders later when the plants grew, or new animals 
were born. Not too different from modern-day finance, there was the 
introduction of what is now known as collateral, sometime during this 
period. Depending on the size of the loan, the lenders would sometimes 
take animals and other assets of value as collateral or would repossess 
these types of assets if the borrower failed to make the promised pay-
ment. In ancient times, what was referred to as a tally stick was used to 
keep track of loans. An ingenious innovation given the resources pres-
ent, a tally stick recorded the amount of money owed between parties 
with notches on the stick. The stick was broken in half and given to 
the lender and borrower. If there was doubt about whether a borrower 
owed a lender, they would simply check to see if one half of the tally 
stick aligned with the other half. There is evidence that the Babylonians 
(an empire in Mesopotamia) used receipts to record transfers between 
parties in the form of clay tablets. In a lot of ways, the clay tablets and 
tally sticks were a prelude to currencies predicated upon precious met-
als and paper. What some believe to be the first recorded written laws 
as they relate to banking systems within civilization were conducted by 
the Babylonians around 1750 BC. Known as the Code of Hammurabi, 
this legal text consisted of 282 laws and was carved into a stone. The 
Code of Hammurabi is today known to be one of the earliest and most 
comprehensive legal codes written, and it focused on rules for commer-
cial interactions that set punishments for failing to abide by the rules. 
While the Code of Hammurabi did not make specific references to 
banks, there were rules related to many modern-day banking concepts 
such as debts owed, loans and trade, and interest incurred. Thinking 
high level, it makes sense that the foundation of banking systems was  
put in place prior to standardized mediums of exchange being created.  
A standardized medium of exchange was the next evolution in allowing 
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for a more seamless transfer of goods and services that began with barter 
and evolved to include  concepts such as lending and interest.

Some believe that the first banks were created in the Mesopotamia 
region sometime around 2000 BC. There are historical records that indi-
cate modern-day concepts such as letters of credit, deposits, and interest 
were used at this time. Early formations of banks in Egypt served the 
purpose of protecting wealth with the banks created in temples to secure 
precious metals and commodities. For example, a farmer could deposit a 
certain amount of grain in a bank and would receive an early version of 
a deposit receipt showing how much grain was stored at the local bank. 
It is interesting how little has changed with the financial system over the 
course of thousands of years. The use and storing of grain and commod-
ities at banks would ultimately be displaced with precious metals and 
later paper money, as it is not practical to use commodities as a form of 
medium of exchange. The Greek and Roman civilizations would later 
advance banking systems. For example, there is evidence that, in Rome, 
bank transactions involving debt were notarized in order to be registered. 
This shows that banks were starting to become more tightly integrated 
with a more holistic financial system.

Historical accounts vary on this subject as well, but many historians 
believe that the first standardized medium of exchange was not a cur-
rency based on precious metals but rather cowrie (sea snail) shells. These 
shells were widely available in the Indian and Pacific Oceans, and it is 
believed that China was the first to use cowrie shells as a form of cur-
rency around 1200 BC. Believe it or not, cowrie shells became a widely 
adopted currency, and many think it is the currency that lays claim to the 
longest staying power in history. In fact, some African countries still used 
cowrie shells as a currency up until the mid-20th century. The harvesting 
and processing of cowrie shells differed by region. For example, in the 
 Maldives, mats made of coconut leaves would be left on the surface of the 
water. Cowrie shells would blanket the mats, and then the shells would 
be taken to the beaches to dry. Once the cowrie shells were dry, they 
could be used as currency. In other regions such as the Solomon Islands, 
in order to be used as currency, the cowrie shells would need to be broken 
into pieces and strung together. So, while the cowrie shells were a widely 
adopted and long-lasting form of currency that was relatively standardized 
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within civilizations, how the shells were used as a currency could differ 
between civilizations. The value of the cowrie shells depended on supply 
and demand just like every other currency, product, or service in history. 
In locations such as the Maldives where cowrie shells were plentiful, the 
shells did not carry nearly as much value as in other locations where the 
shells were relatively scarce. The value placed on the cowrie shells could 
also vary based on how much work was done to polish and work on them, 
which could be a time-intensive process.

The next evolution in money came with the first coins consisting 
of precious metals. Some believe that bronze and copper cowrie shell 
 imitations were made in China around 1000 BC. Others believe that 
the first coins were created around 600 to 700 BC in Lydia, which was 
an ancient kingdom in modern-day Turkey. The Lydians created coins 
using a mix of gold and silver, and some believe that they were the first 
people to use gold in their monetary system. Other civilizations followed 
the  Lydians in introducing coins into their monetary systems, with the 
 Persian, Greek, and Macedonian empires following suit. These civiliza-
tions made coins consisting of gold, silver, and bronze. With the rise of 
coinage as a medium of exchange, we got our first glimpse at the central-
ization of monetary systems that we find today with fiat currencies around 
the world. In fact, the leader of the Persian Empire gave the death penalty 
to Persian governors who attempted to mint their own coins. Even as far 
back in time as around 500 or 600 BC, some understood the power of 
controlling the monetary system. While many historians don’t recognize 
the formal creation of a central bank until 1668 in Sweden (although this 
point is debated and some historians believe the Bank of Amsterdam in 
1609 was the first modern central bank), governments such as the Persian 
Empire (500 to 600 BC) were effectively acting as central banks, as they 
were controlling the money supply. Coins continued to spread their way 
around Europe, and Rome formally introduced gold money into their 
monetary system around 300 BC.

The next major milestone in the history of currencies occurred around 
100 BC when leather money was created in China. This leather money 
made of white deerskin is often believed to be the first documented form 
of banknote. The desire for banknotes came from the lack of convenience 
associated with carrying around coins made of precious metals. It was not 
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until 800 to 900 AD that the first official paper currency was introduced 
in China. Not unlike when FDR required private ownership of gold to be 
turned in for paper currency in the United States in the 1930s, with the 
evolution of paper currency in China around 800 to 900 AD, the  Chinese 
authorities recommended that merchants exchange their precious metal 
coins for paper money. This is another reference to the early understand-
ing of governments as to the power that can be held by monopolizing the 
monetary system. The early Chinese paper currency was used for around 
500 years, but it was an ominous sign for future paper currencies devel-
oped during this time. Like has happened many times throughout his-
tory, the Chinese government printed too much paper money, causing 
hyperinflation. The Ming Empire resorted to abolishing the paper money. 
Prior to the demise of what is often believed to be the first paper currency, 
Marco Polo had visited China in the late 13th century and spread the 
word of paper money to Europe. It would take another several hundred 
years, but paper money would later arrive in Europe. Perhaps if the Euro-
peans had heard about the hyperinflation associated with the Chinese 
paper currency, we wouldn’t be talking about our global fiat currency 
experiment today.

When Marco Polo visited China in the late 13th century, China was 
largely under the control of the Mongolian Empire who, during that 
period, established what is still the largest contiguous land empire in 
world history. Marco Polo noted that the Mongols used money made 
from mulberry bark in a form that would be recognized as paper. The 
Mongols realized that if they maintained control of the money, merchants 
could be responsible for the movement of goods and the government 
would remain in power. It was at this time that a standardized unit of 
account was established across the sprawling area between China and 
 Persia (although the paper money was later withdrawn in areas such as 
Persia where there was a revolt against the use of it). According to the 
book, Genghis Khan and the Making of the Modern World, when Marco 
Polo visited the Mongolian Empire, he wrote, “To refuse it would be to 
incur the death penalty” in reference to the acceptance of paper money. 
It is noted that the Mongols established an innovation called bankruptcy, 
but if an individual declared bankruptcy more than twice, they faced the 
possibility of execution. While the Mongols employed extreme measures 



128 MARKETS IN CHAOS

to preserve control and credibility of the paper money system, it is clear 
they understood the benefits of monopolizing the money supply and hav-
ing the paper money readily accepted. The Mongols had adopted and 
refined the Chinese paper money system. Even with the enhancements, 
inflation was ultimately unleashed, and the Mongolian paper money 
became effectively worthless in 1356.

The first known formal banknotes in Europe would not be issued 
until 1661 in Sweden. These Swedish banknotes could later be exchanged 
for precious metals, so this was not a fiat currency that we have around 
the world today. This early European paper money was short-lived with 
the collapse of the issuing bank occurring in 1668. Despite the trou-
bles with the paper money in Sweden (a disturbing trend with paper 
money should be starting to emerge), banknotes continued to travel 
around Europe. Between 1661 and 1821, various forms of money were 
being used across Europe, with most currencies being tied to precious 
metals in some way. The Dutch guilder and the British pound served 
as reserve currencies for stretches during this period when their respec-
tive countries were global leaders. The next big evolution in money in 
Europe came with the establishment of the gold standard in the United 
Kingdom in 1821. The gold standard would continue to be used until 
many countries suspended and ultimately abandoned the gold standard 
in the wake of World War I. The next major development in the his-
tory of money would occur toward the end of World War II in 1944 
when, according to the Bretton Woods Agreement, other currencies 
were pegged to the U.S. dollar (instead of gold) and the U.S. dollar was 
pegged to gold at a fixed price, and this form of global monetary system 
continued until 1971. In 1971, President Richard Nixon completely 
severed the link between the U.S. dollar and gold and put an end to 
international dollar conversion to gold. Since 1971, the global monetary 
system has been operating with completely unbacked currencies that are 
not tied to precious metals.

The World Bank considers the first proper bank to be Goldsmiths 
of London, which emerged in the 17th century. Similar to banks in 
Ancient Egypt, people would deposit precious metals into vaults at 
Goldsmiths and then would be able to collect them. Goldsmiths 
charged a fee for the services provided and eventually moved on to 
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providing loans. While there were early medieval versions of central 
banks, many consider the Bank of Sweden to be the first central bank 
that was formed in 1668. It is not a coincidence that the first central 
bank coincided with the emerging era of banknotes in Europe. The 
purpose of a central bank is to help ensure monetary and fiscal stability 
(which is ironic given the behavior of the Federal Reserve today) by 
controlling the money supply, influencing interest rates and the cost 
of borrowing, and  acting as a lender of last resort under extreme cir-
cumstances. It was the English Free Coinage Act of 1666 that placed 
control of the money supply into private hands, and the founding of 
the privately controlled Bank of England in 1694, that first saw a major 
sovereign relinquishing monetary control. The Bank of England was a 
central bank that  followed the Bank of Sweden, and it issued banknotes 
and would  eventually offer services and products such as checking and 
modern banking  services that would pave the way for the retail bank-
ing revolution in the 20th  century. It wasn’t until the 20th century 
with the rise of new technologies such as ATMs that retail banking 
evolved into how most would think of the banking concept today. The 
 Federal Reserve System was not created in the United States until 1913, 
although Alexander Hamilton laid the groundwork for the U.S. central 
bank with the creation of the first national bank in 1791.

Now that we have gone over the history of currencies and banking 
systems, we can proceed to the financial crisis in Ancient Rome in the 
year 33 AD. At this point in time, Rome had retail banks similar to what 
we think of today: they distributed loans to individuals to enable the 
purchase of goods and services. Members of the public often relied on 
loans granted from wealthy individuals and members of the imperial 
elite. In the year 33 AD, a law was revived that required creditors to 
invest two-thirds of their capital in Italian land along with a requirement  
that two-thirds of all outstanding loan payments be paid off. This 
would be the modern-day equivalent of the U.S. government requiring  
J.P. Morgan Chase, Bank of America, Citigroup, and Wells Fargo to use 
two-thirds of their capital to invest in U.S. real estate. The result was 
that the wealthy individuals that had lent money to others (and were 
effectively acting as banks) called in their loans in order to purchase  
Italian land. In scrambling to come up with the proceeds to invest in the 
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local real estate, the wealthy elite called in their loans and deposits from 
the bankers. What followed was a series of bank runs and failures, as we 
have frequently seen throughout history. The result was a credit crunch or 
decrease in the money supply, which has been one of the triggers of every 
financial crisis that we have studied in this book. Given the contraction 
in the money supply, combined with depressed asset prices, some debtors 
had to resort to turning to money lenders charging exorbitant interest 
rates. This is not any different than what we saw happen during the global 
financial crisis or any other period where capital becomes scarce.

When the loans were called in by the wealthy elite and the local banks, 
the Roman debtors resorted to selling real estate to fulfill their debt obli-
gations, resulting in a collapse of the local real estate market. It is ironic 
that a policy targeted at investing in local real estate would play a major 
role in at least temporarily imploding the real estate market. A policy that 
had the goal of inflating local real estate had the impact of deflating real 
estate values. It is worth noting the level of financial integration all the 
way back in the year 33 AD. Some have written that financial integration 
is a modern phenomenon, but it is really a function of the banking busi-
ness model more than anything and was present in ancient times as well 
as today.

What is perhaps most interesting about this early version of a financial 
crisis was the policy response. The government stepped in and injected 
liquidity into the financial system with the equivalent of about $2 billion 
being sent to bankers earmarked for loans to the debtors that were in the 
most trouble. Interest on the new loans was to be waived for three years. 
With the goal of stopping the deflationary asset spiral, the new loans 
were secured against property values that were valued at twice the rate 
of the now-deflated values. The quick and aggressive policy response was 
successful, and it prevented prolonged depressed conditions like what 
we witnessed in the United States in the 1870s and 1930s. The policy 
response by the Romans in 33 AD was very similar to the United States 
in the wake of the global financial crisis: inject massive liquidity into the 
system and keep interest rates very low. As we studied with the United 
States related to the global financial crisis and COVID-19, quick and 
aggressive monetary and fiscal policy measures have proven to be the 
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most effective way to prevent protracted depression conditions like what 
we saw happen in the 1870s and 1930s (again assuming we continue 
to employ fractional-reserve banking without limits on money supply 
growth). I think the main difference we see with policy measures today 
has to do with the length and severity of the monetary and fiscal pol-
icy measures (given what ultimately happened in 2022 with the soaring 
consumer price inflation, it is probably safe to say this assessment proved 
correct), but only time will tell what the repercussions are, as we are in 
uncharted territory.

Macroeconomic Impact

Now that we have reviewed the history of banking, I think it is import-
ant to ask ourselves if banking is even a net positive for society given 
the frequent financial crises throughout history that have developed in 
similar fashion and often had terrible consequences. As much as I dis-
like banking and lending in terms of it being an investable business, 
lending and banking functions serve a core role in a prosperous society. 
My research in this book seems to support Bill Gates’s controversial pro-
nouncement in 1994 when he declared, “Banking is necessary, but banks 
are not.” It is not paramount for banks themselves to continue to exist in 
perpetuity, but we have seen the importance of banking functions such 
as lending dating all the way back to 2000 BC when farmers and indi-
viduals responsible for cattle would borrow seeds and animals and repay 
their lenders at a later date. Despite the historical risks associated with 
banks and lending, banking functions benefit society. The book, Why 
Nations Fail: The Origins of Power, Prosperity, and Poverty, does an excel-
lent job of comparing the business environments of the United States 
and Mexico in the 1800s and 1900s. The book states that in 1818, there 
were 338 banks in the United States, with total assets of $160 million. 
By 1914, there were 27,864 banks in the United States, with total assets 
of $27.3 billion. These figures sharply contrasted with Mexico, where in 
1910, there were just 42 banks in total, with two banks accounting for 
60 percent of the banking assets. The book describes a banking environ-
ment in Mexico that lacked competition, resulting in high interest rates, 
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and borrowing that was more limited to the upper class. Why Nations 
Fail: The Origins of Power, Prosperity, and Poverty argues that the prolifer-
ation of the competitive banking system in the United States was critical 
for the high rates of economic growth and industrialization seen in the 
country during the 1800s.

It is not a coincidence that the proliferation of ready access to capital 
in the United States coincided with what some would consider to be the 
most successful economic period in the country’s history. It is also not a 
coincidence that the Dutch founding of the world’s first publicly listed 
company and the first stock exchange in the early 1600s was at a time 
when the Dutch Empire ruled the world. With access to capital and busi-
ness protections that entrepreneurs trust, they can receive the upside of 
successful ventures and bring a much higher likelihood that the overall 
economy will be successful. This statement comes with the obvious caveat 
that prolonged easy monetary and fiscal policies facilitate excessive credit 
creation that ultimately leads to an unsustainable debt cycle and financial 
crisis. Ready access to capital is the lifeblood of any economy, and how 
capital is managed and regulated goes a long way in determining the ulti-
mate success of a given country.

As I mentioned earlier, lending and ready access to capital is critical 
for an economy, but it is not important that we have traditional banks. 
While I am not representative of the total market, I use banks for a lim-
ited number of functions. I store money in a checking account located at 
a bank that I know I can safely retrieve from at a nearby ATM at my con-
venience. I use various credit cards from different banks to take advantage 
of the increasingly generous perks that banks offer in the form of credit 
card rewards. While I mostly pay off my credit cards daily and use the 
credit cards as more of a debit card, I take advantage of bank lending by 
using the credit cards. While interest rates have remained extremely low 
in recent years, the money I keep in my checking account at the local 
bank is taking advantage of bank lending. My local bank can take the pro-
ceeds in my checking account, paying me little in the way of interest and 
lend against that money to a credit card customer and earn a higher rate 
of interest. You can see how problems arise for banks when large swaths of 
customers go to retrieve their funds at the same time, given the banking 
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business model and guarantee to give customers their money when they 
want it. I have used banks less frequently for functions such as ordering 
foreign currency. Others use banks for core functions such as obtaining 
mortgages, car loans, and personal loans.

In recent years, we have witnessed a financial technology revolution 
that is likely only in the early innings. Companies such as SoFi, which 
only recently cleared final hurdles to be regulated as a bank and claims 
to be FDIC-insured, now offer traditional banking products such as 
mortgages, personal loans, and credit cards. We have seen large numbers 
of nontraditional financial companies enter the fray with firms such as 
Credit Karma offering checking and savings accounts. Venmo, now a 
financial technology stalwart, offers debit and credit cards. Even tech-
nology giants such as Apple have launched a credit card. How a bank is 
defined is blurrier than ever, and this trend looks set to accelerate. What 
is clear is that many companies are now offering financial products that 
have traditionally been offered by banks. The rapid innovation in this 
space is mostly a positive for consumers, but new questions should be 
raised about oversight. I think it is likely that regulation is lagging the 
innovation (as is usually the case), and we probably do not currently 
understand the depth and breadth of the shadow banking system. This is 
something to watch in the coming years, especially when combined with 
the enormous debt at both the federal and corporate levels.

The vast majority of financial crises that we have studied in history 
have been facilitated by prolonged periods of easy monetary and fiscal 
policies that have resulted in excessive credit creation, ultimately leading 
to an unsustainable debt cycle and financial crisis. As shown from these 
case studies over the course of thousands of years, the best solution to 
prevent this scenario is to use a form of partial gold standard supple-
mented by limits on money supply growth tied to GDP growth and a 
full-reserve banking model. When we have these guardrails in place to 
prevent extreme monetary and fiscal policies that inevitably lead to finan-
cial crises, responsible lending and other functions of banking such as 
the storing of assets can exist with less risk to the health of the financial 
system. Responsibly managing access to capital is one of the most import-
ant determinants of whether a country will have a successful economy. 
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It is critical that we learn from history and do more to prevent a scenario 
much worse than the global financial crisis, which is certainly possible 
given the factors we have today.

One of the core issues with the modern fractional-reserve banking 
system is that the interests of private commercial banks and central 
banks are not aligned. Private commercial banks care about how much 
profit they produce, irrespective of how their money creation impacts the 
health of the domestic currency or financial system. Insurance schemes 
such as the FDIC and the precedent for massive federal bailouts when 
the inevitable bank runs occur have only led to an increase in these mis-
aligned incentives. Central banks must worry about factors such as how 
money supply growth will impact inflation and the long-term health 
of the domestic currency, but under a fractional-reserve banking model 
the money supply growth often largely occurs at private commercial 
banks. There must be long-term planning when it comes to money sup-
ply growth relative to GDP growth, and the best way to achieve this is 
by employing a full-reserve banking system paired with limits on money 
supply growth relative to GDP growth. Under this scenario, the incen-
tives of all parties are aligned, and the odds of having a healthy financial 
system over the long-term are dramatically higher. I have proposed sup-
plementing a full-reserve banking system with a partial gold standard 
to provide for further monetary accountability and to decentralize the 
financial system so that consumer confidence in a currency is less reliant 
on a central bank. Providing some support for the removal of the power 
of money creation from private banks, in 1895, American economist 
Alexander del Mar conducted a study of the English financial system 
after the passing of the Free Coinage Act of 1666 that inaugurated a 
series of commercial panics and disasters that were previously completely 
unknown. Between 1694 and 1890, 25 years never passed without a 
financial crisis in England.

There were various proposals put forth by economists about what to 
do in order to fix the banking system, but the economists responsible for 
the Chicago Plan that was later endorsed by research conducted by the 
IMF agreed on one concept: to separate the money creation from the 
lending activity of private commercial banks. This makes perfect sense 
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considering the misaligned incentives discussed earlier coupled with what 
we know about what always happens throughout history with bank runs, 
large bailouts, and even the decline of paper currencies. The IMF working 
paper in support of the Chicago Plan noted:

The recent empirical evidence of Reinhart and Rogoff (2009) 
documents the high costs of boom-bust credit cycles and bank 
runs throughout history. And the recent empirical evidence of 
Schularick and Taylor (2012) is supportive of Fisher’s view that 
high debt levels are a very important predictor of major crises. 
The latter finding is also consistent with the theoretical work of 
Kumhof and Rancière (2010), who show how very high debt 
 levels, such as those observed just prior to the Great Depres-
sion and the Great Recession, can lead to a higher probability of 
financial and real crises.

This statement by the IMF directly supports many of the concepts 
covered in my book. One of the core issues with a fractional-reserve 
 banking system, as noted by the IMF, is that a nation’s money supply 
usually depends almost entirely on private commercial banks’ willingness 
to create new money, and there is little in the way of recourse for many 
private commercial banks when things inevitably go awry.

The IMF found support for all four main claims put forth by the 
 Chicago Plan, with the potential for much smoother business cycles, 
no possibility of bank runs, a large reduction of debt levels across the 
economy, and a replacement of that debt by debt-free government- issued 
money. I know there are skeptics asking to what extent eliminating pri-
vate credit creation would hurt the economy. Remember that central 
bank experiments such as massive quantitative easing ultimately proved 
to have done virtually nothing when it comes to increasing societal 
productivity. In my view, all that ends up happening when there are 
extended periods of easy monetary policy is that the valuations of assets 
get distorted, and consumers and businesses overextend themselves. 
The IMF working paper showed projections for longer-term output 
gains reaching 10 percent under a full-reserve banking model. The IMF 
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provided support for the long-term output gain projections by noting 
that the full-reserve banking model:

Leads to large reductions of real interest rates, as lower net debt 
levels lead investors to demand lower spreads on government and 
private debts. It permits much lower distortionary tax rates, due to 
the beneficial effects of much higher seigniorage income (despite 
lower inflation) on the government budget. And finally it leads to 
lower credit monitoring costs, because scarce resources no longer 
have to be spent on monitoring loans whose sole purpose was 
to create an adequate money supply that can easily be produced 
debt-free.

The IMF went on to argue that a full-reserve system would allow 
for the steady state of inflation to drop to zero. This would be possible 
because the central bank would operate using a money supply growth 
rule that would be correlated with economic growth. Private commercial 
banks would no longer be able to engineer the boom-and-bust cycles that 
have occurred throughout history as a result of their willingness to lend 
money, irrespective of factors that are good for the country.

The Bank of Amsterdam was a bank established in 1609 that ini-
tially employed full-reserve banking. The Bank of Amsterdam was fully 
owned by the city of Amsterdam (some historians now argue that it was 
really the Bank of Amsterdam that was the first modern central bank and  
not the Bank of Sweden), and its coins were fully backed by gold and 
silver. In 1683, the Bank of Amsterdam no longer kept full reserves 
of gold and silver to support the deposits, abandoning the full-reserve  
banking system in favor of a fractional-reserve system comparable to  
what we have around the world today. As has been typical throughout 
history, a series of wars that culminated with the Fourth Anglo-Dutch 
War in the late 1700s drained the Dutch finances that led to the demise of 
the Dutch Empire and the Dutch guilder as the world’s reserve currency.  
I don’t think it is a coincidence that the abandonment of full-reserve 
banking at the Bank of Amsterdam closely coincided with the peak of 
the Dutch Empire around 1680 and set the stage for the debasement of  
the local currency via irresponsible borrowing. The fractional-reserve 
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banking system paired with the use of a fiat currency encourages mone-
tary excess that ultimately results in the death or substantial debasement 
of the local fiat currency and the impairment of the country tied to that 
currency. This has been a recurring cycle throughout history that ulti-
mately results in the home country turning to hard assets such as gold to 
support the domestic currency.

In response to the global financial crisis, Switzerland attempted to 
abolish fractional-reserve banking in favor of a sovereign money initia-
tive that would have given the Swiss National Bank the sole authority to 
create money, but this effort was ultimately voted down in 2018. Iceland 
entertained a similar initiative in the wake of the global financial crisis, 
but this plan was never implemented. It will be interesting to see if a 
country follows through on the abolition of fractional-reserve banking. 
The odds of this becoming a reality have likely risen with the exploding 
global debt levels.





Where We Are Now and 
Heading in the Future

In the chapter on the COVID-19 crisis in the United States, I had cau-
tioned on inflation, even though at that point in time the CPI wasn’t 
indicating a material rise in inflation. For those that have gotten this far 
in the book, you will know it is clear we were likely to arrive where we are 
now with soaring consumer price inflation. The Federal Reserve opted to 
print enormous amounts of paper money, and then consumers went out 
and spent this money. These actions make paper money less valuable, and 
consumer price inflation is stimulated. Quoting Ray Dalio, “prices rise 
when the amount of spending increases by more than the quantities of 
goods and services sold increase.” It is stunning that the Federal Reserve 
did not realize that they were well behind the curve in that they weren’t 
normalizing interest rates to curtail inflation long after the United States 
economy had recovered from the shocks tied to COVID-19. Some now 
believe that the central banks misdiagnosed the problem at the height of 
the COVID-19 pandemic in 2020. The central banks attempted to stim-
ulate demand through their policy tools, and it now looks like the real 
problem was the lack of supply in products such as semiconductor chips, 
fertilizer, and oil. The stimulus provided by the central banks did nothing 
to resolve the supply shocks, and when economies opened back up there 
was too much capital chasing too few goods and services that ultimately 
sent consumer price inflation soaring around the world. Demand–pull 
inflation is being combined with cost–push inflation, and this trend was 
greatly accelerated with the outbreak of the war in Ukraine that has sent 
the price of oil and other commodities such as wheat skyrocketing. It is 
alarming that Jay Powell has repeatedly denied the existence of a correla-
tion between money supply growth and consumer price inflation, despite 
historical evidence pointing to the contrary.

Up until recently, most have dismissed comparisons to the stagfla-
tionary era of the 1970s, but I am not exactly sure why many have been 
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so quick to dismiss these comparisons. Even before the black swan event 
in Ukraine that stimulated the cost–push inflation side of the ledger, we 
already had structural inflationary forces that arose after the onset of the 
COVID-19 pandemic. For example, we have seen significant wage infla-
tion that is unlikely to abate. The Amazon warehouse workers that saw 
their pay boosted to $19 per hour are highly unlikely to ever go back 
to what they were making prior to the pandemic. Even with substantial 
wage gains seen in many parts of the economy (particularly at the lower 
end), companies are still having great difficulty hiring enough workers. 
It is unusual to have large wage gains coupled with a labor shortage, but 
it seems that some workers that were laid off or quit during the pan-
demic at least up until now have not rejoined the workforce. This could 
perhaps be explained by some combination of unemployment benefits 
(which encourage not working), rising home values (which could help 
offset a lack of income), and up until recently soaring retirement account 
values (which were buoyed by increases in assets ranging from equities 
to cryptocurrencies). Even though we may see more workers attempt to 
rejoin the workforce with declines in asset valuations such as homes and 
equities along with a weakening economy, I believe that structural wage 
inflation is here to stay, and this impacts the costs of goods for consumers 
over time. Companies usually at least initially take a hit to profits when 
they are seeing input costs rising owing to factors such as wage inflation, 
but they will ultimately raise prices to the end consumer if the business is 
providing products or services that have pricing power. The pricing power 
a business has is determined by the importance of the product or service 
to a given end consumer relative to other options available in the market-
place. Put simply, if a given good or service is critical to a consumer, they 
will pay more for it.

Economist Charles Goodhart makes an interesting argument that low 
inflation in recent decades was primarily attributable to the inexpensive 
labor of hundreds of millions of Chinese and Eastern European workers 
that held down wages and prices as goods from these areas were exported 
to developed countries. Goodhart believes that inflation will remain high 
for decades as these trends reverse, with working-age populations shrink-
ing across developed economies for the first time since World War II, 
coupled with declining birthrates in these countries. This is happening 
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at a time when China’s working-age population is projected to decline by 
20 percent over the next 30 years. In short, the cheap labor trends that 
held down prices for the last 30 or 40 years are expected to sharply reverse 
for the next 20 years, resulting in sustained high prices, at least according 
to Goodhart. I didn’t see Goodhart discuss some deflationary forces that 
are countering the inflationary forces tied to labor such as technological 
innovation, but I do agree with some of the assessment on the outlook for 
labor, and there is a good chance that this will be exacerbated by decreas-
ing levels of globalization. Some of the outlook for global wage inflation 
could be offset by increasing levels of cheap labor production in countries 
such as India and Indonesia that have large populations and young work-
forces. We have operated in a low inflation world for decades, and it could 
be difficult for many countries to adjust to a new reality where we have 
sustained levels of elevated inflation.

Where we stand today in the United States draws parallels between 
a combination of the 1970s energy crisis mixed with some qualities that 
Japan has had in recent decades. The major difference between the 1970s 
and today is the bloated fiscal structure that the United States now has 
that will make it much more difficult to dig itself out of the hole that we 
are in now. To tame soaring inflation, the classic playbook throughout 
history has been to raise interest rates. How can the United States signifi-
cantly increase interest rates when the country has more than $30 trillion 
of federal debt? As mentioned earlier, Stanley Druckenmiller noted that 
if 10-year U.S. interest rates were to go to a more normalized rate of 
around 5 percent, the United States would be spending around 30 per-
cent of its GDP each year just to service the debt (federal deficits have 
continued to soar since Druckenmiller’s interview). As I am editing this 
chapter, the U.S. federal debt levels stand at $31 trillion with short-term 
interest rates projected to be well in excess of 4 percent by the end of 
2022. If we do have sustained runaway inflation like we witnessed in the 
1970s, the United States will likely need to boost interest rates well above 
Druckenmiller’s quoted normalized levels if the goal is to significantly 
curtail inflation. When combining the amount of money that would be 
needed annually to service the debt along with the increasing amounts of 
money required to fund mandatory spending and defense, it is difficult 
to envision how this ends well. All of this is happening at a time when 
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U.S. population growth and overall GDP growth are much lower than 
they were in the 1970s era, and GDP growth is likely to face increasing 
headwinds in the coming years because of the combination of the federal 
debt overhang, structural inflationary forces, large mandatory spending 
requirements, and tepid population growth. It is likely that people will 
start to question the credibility of United States debt (I don’t know why 
this hasn’t already happened) that will ultimately result in the deprecia-
tion of the U.S. dollar against hard assets such as gold. Similar stories are 
playing out across many countries in the developed world.

I tend to agree with Ray Dalio’s line of thinking that people generally 
discount the odds of a particular event happening that has not occurred 
in their own lifetime but has occurred throughout history. Referencing 
some concepts from Dalio’s Principles for Dealing with the Changing World 
Order: Why Nations Succeed and Fail, people are discounting the odds 
of the U.S. dollar losing world reserve currency status and there being 
a long-term decline in the U.S. dollar because this hasn’t happened in 
anyone’s lifetime today. Having said that, the loss of reserve currency sta-
tus has always happened throughout history to dominant empires when 
they have reached the latter stages of a long-term debt cycle. This is what 
happened to the Dutch Empire and the British Empire (these countries 
possessed the two reserve currencies prior to the United States) at the end 
of their respective long-term debt cycles. Toward the end of a long-term 
debt cycle, the parties holding the reserve currency and debt ultimately 
sell them as they lose confidence in these instruments owing to increasing 
amounts of debt and money being printed by the reserve currency coun-
try. Given the recent developments in the United States, there is at least 
a decent chance we are nearing the end of the long-term debt cycle. This 
is not a pessimistic analysis of my home country, but a realistic observa-
tion of what has been developing. The United States, along with many 
other countries around the world, has consistently been spending more 
money than it makes, and this trend was accelerated in the wake of the  
COVID-19 pandemic. Historically, what has happened when this is done 
with enough duration and severity is that people lose confidence in a 
country’s currency and debt. That is why the proponents of the modern 
monetary theory are so misguided.



 WHERE WE ARE NOW AND HEADING IN THE FUTURE 143

A potential risk that nobody seems to be discussing is that government 
debt, even in countries such as the United States, could be significantly 
devalued or eliminated. Probably the biggest mistake that investors, and 
people more broadly, tend to make is that they look at what has happened 
in their lifetime or recent history and assume that is how things always 
work. This is a dangerous approach that can produce catastrophic results. 
Citizens of the United States today, along with some other developed 
countries, have only ever known their government debt to be a reliable 
place where they have been able to park cash. This recent history cou-
pled with the fact that government debt has low price volatility has lulled 
investors to sleep. It is insane to me, but I know many individuals that 
have 80 percent of their net assets tied up in risk-free Treasury Bills. The 
near-term odds of a significant devaluation of U.S. government debt may 
not be substantial, but history has shown that every currency ultimately 
dies or is significantly devalued, and when this happens, investors trade 
out of the local currency and debt in favor of international currencies and 
hard assets. I don’t believe it is ever a good idea to be reliant on any one 
government to protect your savings.

I am going to elaborate on this topic more in the section, How This 
Information Can Be Used, but I do not want readers to come away with 
the impression that I believe a host of challenging long-term macroeco-
nomic factors means that an investor should park vast sums of money 
in cash for perceived protection. I believe the best long-term inflation 
protection resides in owning businesses that can raise prices over time 
without having a large impact on demand. While true that sustained high 
inflation can lower share prices in terms of what investors will be willing 
to pay for them, the long-term intrinsic value of a business will equal the 
present value of the discounted cash flows of that entity. The discount 
factor for equities could be raised to compensate for increased oppor-
tunity costs if bonds are paying higher interest rates, but businesses that 
can raise prices will be a much better choice for the long term than cash. 
In 2021, it was reported that, in the 50 years since the United States sev-
ered the link between the U.S. dollar and gold, the dollar has depreciated 
by 85 percent. This figure does not capture the recent rise in inflation 
and includes many years of low inflation after the global financial crisis. 
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Compared to other currencies, the U.S. dollar has still been a relative safe 
haven and a beacon of stability up until now, but holding any currency 
for long periods of time is always a horrible investment because it buys 
you far less in the future as a result of inflation. According to Ray Dalio’s 
research in Principles for Dealing with the Changing World Order: Why 
Nations Succeed and Fail, only about 20 percent of the approximately 750 
currencies that have been in existence since 1700 are still around today, 
and all these currencies have been devalued. Dalio notes that the average 
return of interest-bearing cash currency between 1850 and the present 
day was 1.2 percent, and the real returns of cash since 1912 have been 
–0.1 percent.

In another repeat of history, I have seen online chatter about pos-
sibly implementing price controls to tame the soaring cost of oil and 
other commodities. Price controls in certain sectors such as food deliv-
ery and apartment rentals were initiated in response to the outbreak of  
COVID-19 in the United States. Have we learned nothing from the past? 
Perhaps counterintuitive to some, price controls ultimately result in the 
stimulation of inflation because they remove incentives for businesses to 
produce a given product or service, and this results in less supply. This 
much has become clear from our case studies on Zimbabwe, Germany, 
and the United States in the 1970s. Hopefully those in charge of making 
these decisions have learned from our past mistakes.

Some of the trends that were accelerated as a result of COVID-19 
may have been stickier than initially anticipated. For many white-collar 
workers, the long-term trend of hybrid work is here to stay. At least par-
tially related, more companies have been moving out of high tax states 
and relocating to tax-friendly states such as Florida. The same can be said 
for workers since there has been an increase in the number of employees 
that can permanently work remotely full-time. If a given individual can 
make the same salary that they were making while living in San Francisco 
but move to a rural part of Florida, this is the equivalent of getting a large 
pay raise. The blending of physical and digital has continued to gather 
steam. Meetings that previously offered only an in-person option prior 
to the pandemic now often offer a digital meeting option in case some 
are unable to physically be there. In general, I think that COVID-19 
increased the amount of flexibility that people have for accomplishing 
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tasks. During the pandemic, we had to be flexible about when and where 
we were doing things, and this trend is sticking around for the long haul, 
which I view as being one of the positive implications of this period.

Another update as it relates to crisis situations occurred as a result 
of the war between Russia and Ukraine. While what has developed in 
Ukraine would be classified as a crisis by every measure, I am going to 
focus on the impacts to the Russian economy, as that would likely be 
viewed as more of a standard economic crisis as opposed to the situation 
in Ukraine where the country has been invaded by foreign troops. As I 
am writing, the economic crisis in Russia is still playing out. It is highly 
unlikely that Vladimir Putin envisioned such a staunch resistance from 
Ukraine militarily and severe sanctions from Western countries at the 
outset of the war.

Before the onset of the war between Russia and Ukraine, Russia’s 
economy was just $1.5 trillion in size, despite boasting a population of 
more than 145 million people and having the largest country in the world 
by land mass. By comparison, much smaller countries such as Germany 
and the United Kingdom have substantially larger economies.

When Russia was part of the Soviet Union, the economy was largely 
predicated upon communism where state ownership was widespread and 
economic activity was managed by central planning from the govern-
ment. As always happens when there is a system where citizens have no 
personal incentive to produce anything, the economy collapsed, and the 
Soviet Union was ultimately dissolved in 1991.

After the collapse of the Soviet Union, the Russian economy had a 
degree of transformation from a centrally planned economy to one that 
had some market-based dynamics. Oligarchs that were favored by the 
government took personal stakes in state-owned firms. Vladimir Putin 
assumed the role of prime minister in 1999, a role that he has never 
really relinquished since in terms of domestic influence. Between 1999 
and 2008, the Russian economy grew at a compound annual growth rate 
of 7 percent. Similar to Brazil during this period, Russia was riding a 
commodity boom that benefitted an economy that had outsized exposure 
to sectors such as oil and natural gas. In Putin’s first years, there were pro-
growth initiatives such as tax reform and deregulation, but the booming 
commodity market covered up what was still a highly flawed economy. 
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Like Brazil, Russia has never recovered following the global financial crisis 
and the collapse in commodity prices.

A lot has been talked about the radical transformation that Russia 
undertook going from communism to a market-based economy. How-
ever, the Russian economy has never really transformed as much as the 
Russian government would like others to believe. While some work has 
been outsourced to a small collection of trusted oligarchs that have gar-
nered outsized wealth, the Russian government has maintained signifi-
cant influence and ownership over the largest domestic companies such 
as Gazprom. If you knew that all the economic benefits of a country 
would ultimately flow to the government and a small group of corrupt 
individuals with close ties to the government, would you be incentivized 
to produce anything great? The answer is no. Unsurprisingly, there has 
been little in the way of domestic innovation despite the puffery during 
the 2000s that some radical transformation had taken place. As I am 
writing this chapter, the three largest companies in Russia are oil and gas 
companies. This might be fine if it were the 1930s, but this is a world that 
has become increasingly dominated by technology and services. What has 
made matters worse for Russia is that the country is believed to have the 
highest inequality of all major economies. Before the recent economic 
collapse in wake of the war with Ukraine, it was reported that around 500 
Russians controlled more wealth than 99.8 percent of the domestic pop-
ulation! This, of course, is attributable to the flawed incentive structure 
that has at times been deemed to be a market-based economy. In a real 
version of capitalism, this small collection of individuals would not be 
gifted portions of state-controlled entities and other people would have 
more incentive to innovate.

After Russia invaded Ukraine, in short order, we witnessed the most 
severe economic sanctions against a major economy in modern times. 
Any Western company that previously operated in Russia has basically 
been shamed into pulling out of the country, if they did not do so will-
ingly. As I am writing this chapter, over 450 companies have withdrawn 
from the Russian market. Not only will local consumers be unhappy that 
they can’t purchase their iPhones and McDonald’s, but at least in the 
near term, Russia is going to have difficulties just securing daily essentials, 
given the reliance on imports. There are reports of consumers waiting 
in lines for an hour and a half just to acquire daily essentials such as 
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sugar, similar to the days of the Soviet Union. Despite Russian efforts to 
sanction-proof the economy, Russia is still heavily reliant on imports for 
components and tools for a wide range of industries such as consumer 
goods and industrial products. Current projections show the Russian 
economy shrinking by 10 percent in 2022 as a result of the significant 
disruptions. In 2021, Russia was the largest global natural gas exporter, 
the second largest crude oil exporter, and the third largest coal exporter. 
Given some countries’ reliance on Russia for commodity imports such as 
many located in Western Europe, even with severe economic sanctions it 
is not as if the Russian economy will come to a full standstill despite the 
significant components’ shortages.

In light of the extreme turmoil economically and politically, Russia 
closed its domestic stock exchange for a month, a classic response to 
disruptions of this magnitude to prevent capital flight. Even when the 
domestic stock exchange opened a month later, there were several caveats. 
Short selling was banned, foreigners couldn’t sell shares, and the Russian 
sovereign wealth fund would invest $10 billion in stocks to prop up the 
market.

As should be expected if a country launches a large-scale interna-
tional war campaign and has severe domestic economic disruptions, the  
Russian ruble (Russia’s currency) plunged to a record low (although it later 
recovered). In short order, the Russian central bank raised interest rates to 
20 percent in an attempt to tame skyrocketing inflation. As almost always 
happens when there is chaos of this magnitude, there was a dash for hard 
currency owing to the lack of trust in the domestic currency. Significantly 
higher interest rates were being charged by banks and exchanges for hard 
currency. It is difficult to know exactly what has been happening within 
the Russian borders given the government monopoly on the media, but 
there were reports of long lines at ATMs around the country. Citizens 
were fearing cash withdrawal limits, with these fears compounded by the 
electronic payment’s disruptions caused by the Western payment’s net-
works suspending service in Russia. These developments set the stage for 
yet another bank run in history. As of the time of this writing, it is unclear 
as to the extent that the domestic banks are holding up.

A significant event developed after Russia invaded Ukraine. As part of 
the severe Western sanctions that have pummeled the Russian economy 
and will have various long-lasting effects around the world, the United 
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States and its allies have moved to effectively cut off Russia from the 
U.S. dollar-denominated Western financial system. I won’t comment on 
whether I believe this is the right move from the West’s perspective, but 
I can say with almost certainty that this development will push countries 
such as China to diversify away from the U.S. dollar. Other countries 
have now seen that the United States and its allies are willing to take such 
measures, and these actions have significant consequences for a domes-
tic economy overly reliant on the U.S. dollar. We have already discussed 
several reasons as to why it is likely that we will see a long-term decline 
in the U.S. dollar unless some of these trends were to sharply reverse, and 
this development related to Russia will likely only hasten the long-term 
decline.

We are at an interesting moment in history in the United States and 
many other countries around the world. The United States has over $30 
trillion in federal debt, and the printing presses are rolling faster than 
ever. Here is a breakdown of what the United States and other countries 
can do going forward given the large deficits coupled with relatively low 
levels of GDP growth. The comment on low levels of population growth 
is specific to the United States, but applicable to some other countries 
that we covered, such as Japan:

• Grow our way out of the massive deficits. This is highly 
unlikely, given that population growth will be much lower 
than after World War II when the United States produced 
sustained high rates of GDP growth that helped quickly 
reduce the wartime deficit levels.

• Substantially raise taxes. This will likely happen but raising 
taxes will hinder economic growth.

• Have sustained cuts to federal expenditures. This is almost 
never an option because sustained budget cuts are always 
politically unpopular, and politicians have no incentive to do 
this because most of the negative effects of running up deficits 
will happen long after they are gone.

• Print more money. This is almost certain to continue to 
happen on a large scale.
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As you can see, the government is going to continue to print a lot of 
money. This will lead to high levels of monetary inflation and devalue the 
currency held. You may be holding the same amount of dollars, but what 
you can buy with these dollars will be less. This is the same result as losing 
money and is rarely understood. The U.S. dollar may initially increase in 
response to rising interest rates as capital flows to the higher rates in what 
has historically been a very stable market (the U.S. dollar soared in 2022 
in response to the rapid interest rate increases), but the long-term trend 
will likely be down unless there are substantial changes made in terms of 
fiscal and economic health.

In the chapter on the COVID-19 crisis in the United States, I alluded 
to the fact that problems from the global financial crisis were never really 
resolved, and the issues have been covered up by increasingly aggressive 
monetary policy and central bank bailouts. This entire premise that we 
can cover up underlying issues related to the economy with actions by the 
central bank has been contingent upon ongoing confidence in fiat cur-
rencies and that consumer price inflation has, up until recently, remained 
low. As written about at length, if people were to lose confidence in fiat 
currencies, we would likely resort to a system where hard assets play a 
role in supporting paper money, as has happened throughout history. 
Such a scenario would place limitations on money supply growth and 
not allow for these massive bailout scenarios or large-scale money print-
ing such as what we have witnessed in the last 15 years. The other piece 
to this puzzle has been that consumer price inflation remained low for a 
sustained period following the global financial crisis, and central banks 
largely ignored asset price inflation. The low consumer price inflation 
allowed central banks to justify increasingly aggressive monetary policy 
measures. We have even seen increasing levels of support for the mis-
guided modern monetary theory, arguing that currency-issuing govern-
ments are essentially monopolists that don’t need to worry about rising 
national deficit levels because taxes and transactions are done with the 
government-issued currency. The problem now is that, for the first time 
since before the global financial crisis, we have significant sustained lev-
els of broad-based consumer price inflation. If central banks around the 
world continue with the ultra-easy monetary policy playbook, consumer 
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price inflation will only get further unshackled. Inflation is effectively a 
regressive tax and increases income inequality because wealthier individu-
als can better hedge against inflation through ownership of assets such as 
stocks and real estate.

Historically, central banks have raised interest rates in response to 
elevated levels of consumer price inflation. There are factors that will 
make raising interest rates more difficult this time around. We have had 
exploding levels of debt at the government, business, and consumer levels 
since the global financial crisis. For a long time, a large portion of these 
debts were rolled over at variable rates that were effectively zero. What 
would happen if, in order to tame rampant consumer price inflation, 
central banks raised interest rates to 10 percent? We would likely see a 
brutal unwinding of irresponsible behavior that has been incentivized by 
central banks around the world since the global financial crisis. If there 
are sustained levels of elevated consumer price inflation and governments 
respond with sharply higher interest rates, there will be massive loan 
defaults and restructurings coupled with lower demand for large pur-
chases that rely on high levels of borrowing. Given the very high levels of 
global public and private debts coupled with large entitlement programs 
in countries such as the United States, the base case scenario is likely that 
governments will choose a middle of the road path that will result in 
stagflation. The pain would likely be too great to do something akin to 
Paul Volcker in the 1980s, so governments will likely sacrifice some level 
of price stability so that they can support the treasury or local government 
finance department.

One of the major implications of this extended period of ultra-easy 
monetary policy has been large levels of illusory wealth that has never 
really existed. For example, if the Federal Reserve prints $100 billion 
out of thin air and this money is borrowed by consumers at low rates 
to purchase houses at elevated prices, does this really mean that those 
individuals owning properties with valuations benefitting from these 
price increases are richer? Over the long term, they will not be because 
inflationary effects will erode this perceived wealth creation. The print-
ing of money does not increase wealth. Long-term increases in wealth 
arise from increases in societal productivity. We will need to get back to a 
place where productivity increases are center stage instead of the central 
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banks. It would seem the Federal Reserve and other central banks vastly 
overestimated the positive implications of easy monetary policy measures 
such as quantitative easing. A large portion of the rationale for conduct-
ing these aggressive measures was that these policies were going to boost 
growth and help lift us out of the prolonged malaise from the global 
financial crisis. This never happened. Instead of boosting productivity, 
these policies seem to have mostly benefitted the markets for assets, and 
this windfall (or perceived windfall in some cases) has mostly flowed to 
relatively wealthy individuals. Hopefully, we can get back to a place where 
incentives are more aligned with producing products, services, and jobs 
that have a positive impact on society more broadly. This process can 
begin with setting interest rates at levels that do not incentivize reckless 
behavior. That will be easier said than done given the pain that will be 
caused by unwinding close to 15 years of irresponsible behavior.

On the topic of housing markets, I think it is possible that many mar-
kets around the world have been in bubbles fueled by the extended period 
of easy monetary policy. With low mortgage rates, the line of thinking was 
often that a consumer could pay off a mortgage at a rate that was com-
parable to a rent payment and get equity in a home as the mortgage was 
being paid down. The difference in terms of monthly payments between a 
3 percent mortgage rate and 6 percent is huge, and some have argued that 
the mortgage rate received is more important than the price of a home. 
This logic is fine if you assume that home prices will not collapse. But, 
what if the extended period of monetary policy fueled a housing bubble 
where it would take perhaps decades for many consumers to see any mate-
rial price appreciation on their homes? I think this is an entirely possible 
scenario. As of early 2022, the U.S. housing market was by far the most 
expensive of the last 65 years in terms of home prices relative to income. 
Similar dynamics have been in play in many other markets around the 
world, owing to the low mortgage rates for close to 15 years after the 
global financial crisis. If economies around the world enter extended peri-
ods of economic weakness, it is likely we will see a large amount of home 
foreclosures. If people lose their jobs, they will ultimately be unable to 
even make their low mortgage payments that were locked in during the 
easy money era. We could have a situation where there is a material draw-
down in home prices and then central banks respond to the weakness by 
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resorting to the classic playbook: cutting interest rates. There would then 
be much lower home prices coupled with low mortgage rates. Such a 
scenario would ease some of the recent demand-side inflation but would 
not do anything to help with the supply-side inflation we have seen in 
areas such as commodities and semiconductors. There is a good chance 
central banks will again have to choose between supporting the economy 
and maintaining price stability. One of the main problems with real estate 
as an investment is that unless you are renting the property, where you 
would receive an ongoing cash flow stream, there is no inherent return on 
real estate. In this sense, most real estate is purely reliant on the greater 
fool theory, where in order to make a return someone else must come 
along and pay a higher price for the same asset. This is very different from 
an ownership interest in a business that produces cash flows where the 
future value ultimately converges to some combination of the cash flow 
production combined with the reinvestment uses for the cash flow.

Something to watch as the U.S. monetary policy progresses will be 
how overseas markets respond to the tightening in the United States. 
Remember that, in the past, debt crises were triggered by U.S. tightening 
cycles similar to what we studied in the chapter on Chile in regard to 
Latin American countries in the 1980s. Countries with high debt levels 
that have inadequate foreign exchange reserves can get burned when they 
see capital flight that can happen when other countries are more aggres-
sive in monetary tightening. This tightening cycle should be particularly 
interesting because aggregate levels of foreign exchange reserves are likely 
low because many countries are still recovering from the COVID-19 cri-
sis and never truly recovered from the global financial crisis. As I write this 
chapter, Sri Lanka has defaulted on its debt for the first time in history. Sri 
Lanka is suffering from high debt levels, double-digit inflation, and short-
ages of basic staples such as food and medicine. Make no mistake, various 
other countries will be following in Sri Lanka’s footsteps over the next few 
years. One of the other differences between the 1980s and today is that 
debt levels are much higher than they were in the 1980s. Remember, it 
was reported that half of the world’s countries requested a bailout from 
the IMF in wake of the COVID-19 pandemic. We are just beginning to 
see the long-term consequences of the unsustainable debt levels come to 
fruition with rising interest rates. As I am editing this chapter, the United 
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Kingdom and Japan are mired in currency crises that are related to the 
soaring U.S. dollar. The British pound plunged in response to a plan for 
tax cuts that came at a time when the UK has seen soaring deficit levels, 
economic weakness, and money has been flooding into U.S. dollars in 
response to the rapid monetary tightening in the United States. Quoting 
Ray Dalio, the plunge in the UK pound was “due to the recognition that 
the big supply of debt that will have to be sold by the government is much 
too much for the demand. That makes people want to get out of the debt 
and currency.” Similar dynamics will likely develop in other markets, if 
history is any guide. The market response to the proposed UK tax cuts 
was so severe that the government ultimately opted to scrap the plan to 
cut the 45 percent top rate of income tax. This disaster in the UK led to 
Prime Minister Liz Truss resigning after just 45 days in office.

Another development to monitor is the quantitative tightening the 
Federal Reserve is attempting to accomplish. Quantitative tightening, 
or QT, is where a central bank seeks to reduce the size of its balance 
sheet. In the COVID-19 chapter on the United States, I noted that for 
the first time the Federal Reserve had added securities to its balance 
sheet such as CLOs in response to the COVID-19 crisis. The Federal 
Reserve is now trying to draw down its gargantuan $9 trillion balance 
sheet without a precedent in modern history for a move like this. The last 
time the Federal Reserve attempted QT was in 2017, and this was on a 
much smaller scale than we are talking about today, and without exotic 
instruments such as CLOs. What was the result? Liquidity in the finan-
cial system dried up and overnight borrowing costs soared. The Federal 
Reserve ultimately abandoned quantitative tightening after the liquidity 
issues. The truth is that nobody knows for certain what will happen this 
time around. It will be interesting to see if the Federal Reserve follows 
through on dumping assets on the market such as CLOs and mortgage- 
backed securities (MBS) that they have made the market in since the 
COVID-19 crisis. Aside from the larger scale of the Federal Reserve 
balance sheet today and the addition of a lot more exotic and illiquid 
assets to the Fed balance sheet, the other major difference is that we now 
have broad-based consumer price inflation. If the Federal Reserve were 
to renege on its contractionary monetary policies this time around, we 
would effectively be ensuring sustained consumer price inflation. This 
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was one of the problems discussed about quantitative easing over the 
years: how do we exit? As I have noted, the quantitative easing exper-
iment really did not accomplish anything other than to stimulate the 
price growth of assets and in turn widen inequality.

Another update as it pertains to cryptocurrencies. Along with global 
markets, cryptocurrencies plunged in the first half of 2022. I had previ-
ously commented on the extreme leverage being employed in the cryp-
tocurrency markets, and this was likely a contributing factor to some 
of the problems being seen in the market today. We have witnessed the 
cryptocurrency equivalent of bank runs, with companies such as Binance 
halting customer withdrawals. This is interesting considering one of 
the primary bull cases of many cryptocurrencies has been that they are 
decentralized in nature. As we have seen, most people in the cryptocur-
rency market purchase cryptocurrencies from exchanges that suffer from 
many of the same problems that traditional commercial banks do. The 
cryptocurrency crash in 2022 appears to have been accelerated when 
a cryptocurrency called Terra Luna became effectively worthless over-
night after having a market capitalization of $40 billion in the previous 
month. Terra Luna was intertwined with a so-called stablecoin named 
TerraUSD. TerraUSD was allegedly pegged to the U.S. dollar at a 1:1 
ratio at all times. When TerraUSD decoupled from the U.S. dollar, Terra 
Luna became effectively worthless given its reliance on the confidence 
in TerraUSD maintaining its value (which I am sure was dramatically 
accelerated with the extreme leverage being employed in the cryptocur-
rency space). As I am writing now, there is another so-called stablecoin 
named Tether that is often viewed as the lifeblood of the entire crypto-
currency ecosystem. Tether effectively acts as an unregulated bank, with 
investors estimated to use Tether in over two-thirds of all trades in vola-
tile cryptocurrencies such as Bitcoin. Cryptocurrency traders exchange 
U.S. dollars or other fiat currency for Tether in a bid to lower fees, and 
then use Tether to purchase Bitcoin or other cryptocurrencies. What is 
particularly interesting about Tether is that Tether claims to always be 
100 percent backed by liquid assets such as U.S. dollars, but Tether has 
refused to provide evidence of the reserves. If they didn’t have anything 
to hide, why wouldn’t they just come out and show that the stablecoin 
is in fact fully supported by adequate reserves? It is only a matter of time 
before this ends badly.
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While there were other factors at play, one of the core reasons for the 
swift and dramatic downfall of the cryptocurrency exchange, FTX, was 
fractional-reserve banking. A cryptocurrency equivalent of a bank run 
occurred when investors began to pull money at a rapid pace after the 
collapse of other cryptocurrency exchanges. I have seen some estimates 
showing that $6 billion in assets were pulled from FTX over a three-
day period shortly before the exchange suspended withdrawals and ulti-
mately filed for bankruptcy. A detailed analysis of this predictable debacle 
is beyond the scope of this book, but the combination of fractional- 
reserve banking, a heavy use of leverage, and investors clamoring for their 
cash at the same time (and likely a lot of fraud but that will ultimately 
need to be proven through the court systems) was behind the downfall of  
FTX just like several case studies of fractional-reserve bank runs covered 
in this book.

As I am finishing the edits on this chapter, my view is that it has 
become more likely that the war in Ukraine is possibly just the beginning 
of a new era globally where peace could be more difficult to come by. It 
may not be the most likely scenario, but I don’t believe it would be impos-
sible to imagine a war where the likes of China, Russia, and Iran face 
off against the United States and the North Atlantic Treaty Organization 
(NATO) countries. Countries such as China, Russia, Iran, and North 
Korea have started to challenge the world order that was shaped after 
World War II. From an investment perspective, it is possible that the rel-
ative calm in markets such as the United States in recent decades was the 
aberration. We could be entering a period unlike any that U.S. investors 
today have experienced where diversification across countries, currencies, 
and asset classes could be more important.





How This Information 
Can Be Used

I want to make it clear that I wholeheartedly agree with legendary inves-
tor Peter Lynch’s famous claim: “Far more money has been lost by inves-
tors preparing for corrections, or trying to anticipate corrections, than 
has been lost in corrections themselves.” If you have read the detailed 
country case studies included in this book and believe that you can now 
accurately predict the next major global financial crisis and decide to 
withhold all your money from the markets until a crash occurs and plan 
to pile all your assets in at the market bottom, good luck. The problem 
with this market timing strategy is that I have never met a single per-
son who has been able to consistently execute it with success. There are 
two major problems with this market timing strategy. The first is that 
it is extremely difficult to predict the timing of when a crash is going 
to occur. You could have been completely right about the analysis of a 
looming financial crisis in Japan in the 1990s, but it took seven years 
for the domestic banking crisis to come to fruition after the asset bubble 
burst. In Germany, in the 1920s and 1930s, it took over a decade for the 
banking system to collapse after the hyperinflation episode began. The 
second flaw with the market timing strategy is that, even if you were to 
consistently make correct predictions about the macroeconomic events 
and exact timing (which is highly unlikely), when markets are in chaos, 
everyone believes that they will fall further. I always find it interesting to 
read about individuals that have claimed to call the timing of a particular 
market crisis. In the recent COVID-19 crisis, Bill Ackman may have 
been one of the few people who successfully made a lot of money pre-
dicting a market-specific event and the timing with near precision. What 
usually happens outside of one of these outlier cases is that, when mar-
kets start crashing, people tend to put off investing or even sell because 
they believe that markets will fall further. This behavior becomes cata-
strophic for long-term returns when investors miss the eventual market 
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rebound. Bank of America released research in 2020 that showed S&P 
investor returns from 1930 to 2020, which included being invested for 
all days during that time period, compared to if an investor just missed 
the 10 best market days per decade. While missing 10 market days per 
decade doesn’t seem consequential, in reality, missing the few best days 
wipes out almost all market returns. An investor would have earned a 
cumulative return of 17,715 percent from 1930 to 2020 if they stayed 
fully invested in an S&P 500 index equivalent. If an investor missed just 
the best 10 days per decade over that same time period, they would have 
earned a cumulative 28 percent return! In attempting to execute some 
form of a market timing strategy, far more often than not, investors wind 
up with a return looking more like the cumulative 28 percent than the 
17,715 percent. I believe it is best to stay mostly invested through all 
types of markets to avoid the powerful emotional biases that tend to 
adversely impact long-term returns.

While I don’t believe that having an understanding of past market 
crises is of value in terms of attempting to time the overall market, I 
believe that studying this history is useful in terms of evaluating various 
risk factors, many that most people never contemplate. For example, my 
first rule of investing is to never invest in any business that requires lever-
age to earn a return. Looking at these case studies throughout history, 
it is easy to see why risk-averse investors would abide by this rule. The 
problem with the business models of banks, investment banks, property 
developers, and other businesses that require leverage to earn a decent 
return is that a modest loss in value of the assets wipes out all the share-
holder equity, and this can happen overnight. This is what happened 
in several of the banking crisis scenarios covered in this book, and as 
I am writing this chapter, this is what is happening to overleveraged 
Chinese property developers. I think it is important to understand past 
debt cycles because this knowledge is useful in contemplating future risk. 
Businesses that rely on debt to earn an adequate return inherently assume 
that abundant credit will always be available, which is not true. Most of 
the financial crisis scenarios covered in this book happened after a period 
of rapid credit growth that was followed by a phase of credit contrac-
tion. Having studied several scenarios where this happened throughout 
history, we know it is extremely dangerous to invest in any business that 
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relies on debt because there have been and will be more periods in the 
future where debt is not readily available. While I have documented the 
dangers of market timing, understanding where you are in the debt cycle 
is important in terms of assessing certain risks. As I write this chapter, 
the world is seeing record levels of debt at the government, corporate, 
and consumer levels. Seeing this, and having an understanding of debt 
cycles, we can assume that the world has been in the phase of rapid credit 
growth that will inevitably be followed by a period of credit contraction 
most likely triggered by a rise in interest rates (a scenario that has played 
out in 2022). I don’t know the timing of how this will develop, but I do 
know that, when it happens, it will likely have severe consequences for 
many businesses that rely on leverage. A rise in interest rates would also 
make it much more expensive for overleveraged businesses and govern-
ments to continue to borrow. More than a decade of ultra-low interest 
rates has masked these risks that would come roaring back if interest 
rates were to rise dramatically.

Reviewing these case studies on various market crises in history can 
provide lessons on the safety of particular investments. In addition to my 
rule of never investing in a business that requires leverage to earn a return, 
I prefer to invest mostly in businesses that require little in the way of 
capital to run the business, and it is ideal if the line of business is a utility. 
We saw the perils of capital-intensive businesses such as airlines and cruise 
lines during the COVID-19 crisis. In late March of 2020, Delta Air Lines 
was burning through $100 million of cash flow per day. This would 
equate to roughly $36.5 billion per year in lost cash. If it weren’t for the 
combination of government support and excess capital, every airline and 
cruise line could have gone bankrupt. The problem with businesses that 
require significant amounts of capital to run their operations is that the 
companies can’t do much to adjust their cost structure when things go 
wrong. This lack of flexibility can have calamitous consequences when an 
unforeseen event happens, such as COVID-19 in 2020, where the entire 
economy was effectively shut down for a period of time. I prefer to invest 
in businesses that provide products or services that are essentially utilities 
because, regardless of what is going on in the world, people still need to 
eat, drink, and use the Internet. We have touched on the COVID-19 
crisis and at least briefly discussed Germany during World War I where 
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the economies relied almost exclusively on utilities. During times of war 
or prolonged unforeseen crises, such an environment can persist for quite 
some time and could permanently impair businesses that do not provide 
products or services that are essential. I don’t know what the future has 
in store for us, but an extended period when the entire economy is more 
or less relegated to utility products or services can’t be ruled out. As I 
am editing this chapter, we are seeing this wartime scenario play out in 
Ukraine. I am sure that this commentary is relevant for many businesses 
that operated only in Ukraine.

Having studied various periods in history of high inflation such as 
post-World War I in Germany, the 1970s energy crisis in the United 
States, and hyperinflation in Zimbabwe in the 2000s, I have gotten a 
much better appreciation for businesses with pricing power. A business 
with pricing power can raise prices without reducing much demand for 
their products or services. The pricing power a business possesses is some-
what of a referendum on the amount of unique value the product or 
service is providing to the customer. If a product or service is providing 
a high amount of unique value to a customer, there is a greater chance 
that the customer will be willing to pay more for the product or service. 
Why is pricing power so critical during sustained periods of high inflation 
such as those that we have witnessed at various points in history? During 
periods of high cost-push inflation (increase in prices due to a rise in 
input costs such as wages and materials) such as what we are seeing in the 
world as I am writing this chapter, businesses with weak pricing power 
lack the ability to push through price increases to cover the input cost 
inflation. If the inflationary environment is severe and prolonged, there 
is a chance that businesses with weak pricing power can become perma-
nently impaired owing to their lack of ability to push through adequate 
price increases. This is a risk factor that has been largely overlooked until 
recently because of the recent decades of low inflation. I think it is best to 
stick with businesses that possess strong pricing power to mitigate infla-
tionary risks.

I want to dispel the myth that holding cash for long periods of time 
is a safe investment. Particularly during periods of high inflation, curren-
cies get devalued over time. While the nominal amount of money may 
not decline, what you can purchase with this paper money declines over 
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long stretches of time attributable to inflation. This concept should be 
reinforced by the various case studies on periods of high inflation in this 
book. Asset classes such as equities, real estate, and commodities have 
traditionally performed relatively well compared to other assets during 
periods of high inflation. Not only does market timing hurt an investor 
from the standpoint of potentially missing out on the majority of long-
term equity returns, but if the alternative is to park large sums of money 
in cash, this investment is doomed. In general, I believe it is best to have 
the majority of your savings allocated to productive assets. Examples 
would include stocks or real estate rental properties that generate cash 
flow. Ownership of assets that don’t produce anything like currencies or 
a house relies on the greater fool theory to earn an investment return. 
The only possible way for an investor to earn a return on these types of 
assets is if someone else comes along and offers a higher price for these 
assets. This is in stark contrast to a productive asset such as an ownership 
interest in a business where the company can pay a dividend, repurchase 
shares, or produce more products or services over time, and the long-
term value ultimately converges to the sum of these factors.

Studying the cases included in this book can give an individual a bet-
ter appreciation for having an element of country diversification in an 
investment portfolio. If you had decided to put all your retirement sav-
ings into Japanese equities in 1989, you would still be waiting to earn a 
positive return on this investment. This investment decision could have 
had devastating effects on an individual’s well-being, and this is not an 
isolated event. Getting sucked into any of the market bubbles covered 
in this book would have been catastrophic for returns if there was a lack 
of country diversification and investments were done without dollar cost 
averaging. Dollar cost averaging is when an investor incrementally invests 
over a period of time to mitigate risks tied to the overall market. Country 
diversification helps protect an investor against political risks (and in turn 
currency risks) such as some of those that were discussed in this writing. 
If you had all or most of your money invested in South African or Zim-
babwean property at various points in history, you could have had all your 
assets confiscated by the government. This is just one of many risks tied 
to individual countries that could impair an investment portfolio, which 
would include but are not limited to currency risk, long-lasting effects of 
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financial crises, wars, other political risks such as the nationalization of 
companies and excessive regulation, and country-specific disasters such 
as a nuclear reactor meltdown. Just because the United States has been 
so successful over the last 100 years, this does not mean this will be the 
case over the next 100 years. What if a future U.S. president decided to 
nationalize some of the country’s most valuable assets? As shown from 
some examples covered earlier in this book, something like this happen-
ing should be considered a nonzero probability. Ray Dalio researched the 
10 greatest world powers as of 1900 and found that seven of these 10 
countries have seen wealth essentially wiped out at least once since. While 
Ukraine would not be considered a world power, the recent war between 
Russia and Ukraine is another reminder of the importance of country 
diversification, as even in Russia there was a swift decline in wealth over-
night as a result. I alluded to the fact that it is possible the war in Ukraine 
is just the beginning of an era where there are an increasing number of 
global conflicts. If this were to be the case, investors would want to be 
increasingly diversified across countries and currencies. For example, if 
the United States and China were to go to war, every country would be 
impacted, but a country such as India could disproportionally benefit 
from an investment perspective because they wouldn’t suffer the same 
relative damage in terms of loss of life, economic impact, and rising debt 
levels. It is best to hedge your bets when it comes to investing in individ-
ual countries.

In addition to country diversification, these case studies can give an 
investor a better appreciation for having an element of asset class diversi-
fication. Asset class diversification can mitigate the risk of extended peri-
ods of weak performance within an asset class such as what we have seen 
at various times throughout history, such as after the Great Depression. 
During trying times such as a depression, it is true that most assets per-
form poorly, but I think it helps to have your bets hedged to some degree. 
Given the historically high debt levels at both the government and cor-
porate levels globally, is the probability really zero for a global financial 
crisis to happen that would be worse than we have ever seen, one that 
would weigh on equities for perhaps decades? While this scenario may be 
a remote possibility, I wouldn’t say the probability is zero. With interest 
rates continuing to run at very low levels as they have for over a decade 
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since the global financial crisis (this was the case up until the surge in 
global bond yields in 2022), bonds are not going to be investable assets 
for most people. It is still somewhat of a one-way street in that bond 
yields in the long term are more likely to rise, thus decreasing the value 
for current bond holders. Investors can get some asset class diversification 
by investing in assets such as real estate and commodities.

I believe it is most important for investors to focus on just keeping 
themselves in the game. As you can see from the list in this chapter and the 
case studies included in the rest of the book, this goal may not be as easily 
achievable as it first appears. It is important to learn from history, because 
while the future won’t be exactly the same, we have repeatedly seen similar 
monetary cycles, business models, currencies, and various other factors 
over the course of thousands of years of history. It is best to be prepared 
and have a better understanding of the possible range of outcomes that 
may be presented the next time we find ourselves in an unprecedented 
situation. It is far too often that these alleged unprecedented scenarios are 
only unprecedented for those thinking about their own lifetime.

I want to close with an important lesson that legendary investor 
Chuck Akre reportedly taught his protégés John Neff and Chris Cerrone. 
Akre taught them to never be so certain about anything. While it is crit-
ical to study history in order to better grasp the potential ranges of out-
comes that could happen in the future, it is a mistake to assume that the 
future will look exactly like the past. One of the most common mistakes 
that investors and people more broadly make is that they assume that the 
experiences they have had in their lifetime represent how things will be 
in the future. It is important to study history to understand why this may 
not be the case. Taking this concept a step further, it would be misguided 
to assume that we have seen everything over the course of history. From 
an investment perspective, it is best to be prepared for a world that may 
not be representative of any that people have come to know in their own 
lifetimes, or perhaps even in history.
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